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BRITISH  EXPERIENCE  WITH  EXCESS  PROFITS 
TAXATION 

By  Robert  Murray  Haig 
Columbia  University 

The  only  invention  of  consequence  developed  during  the  war  in  the 
field  of  finance  is  the  special  taxation  of  excess  profits.  This  inno- 
vation has  proved  itself  to  be  a  remarkably  effective  device  for  pro- 
ducing large  revenues  and  has  achieved  a  degree  of  popularity  with 
the  public  generally  because  of  various  economic  and  social  effects 
which  have  been  attributed  to  it.  [The  question  is  now  sharply  raised 
regarding  the  future  of  this  tax.  There  are  those  who  believe  that  this 
highly  specialized  war  machine  should  be  abandoned  on  the  battlefield 
as  incapable  of  performing  any  useful  function  in  time  of  peace. 
Others  believe  that  this  particular  sword  may  be  beaten  into  a  plow- 
share, or,  in  more  modern  phraseology,  that  though  designed  as  a  tank 
this  tax  can  be  made  to  operate  efficiently  as  a  tractor.  To  arrive  at 
a  wise  solution  of  this  question  is  the  most  important  fiscal  problem 
of  the  present  Congress. 

Recently  those  who  favor  the  abandonment  of  the  tax  have  begun 
an  active  agitation  for  its  immediate  repeal.  A  report  of  the  Cham- 
ber of  Commerce  of  the  State  of  New  York  urges  the  "elimination  of 
taxes  which  tend  to  interfere  with  the  accumulation  of  industrial  capi- 
tal"^ and  the  interpretation  of  those  who  prepared  the  report  makes 
it  clear  that  the  excess  profits  tax  is  the  particular  object  of  attack. 
The  National  Association  of  Credit  iSIen  has  urged  that  the  tax  be 
repealed  in  such  a  way  that  it  will  not  apply  even  to  1919  incomes. 
Even  the  Secretary  of  the  Treasury  has  joined  the  opposition  and  in 
his  report,  made  public  on  December  4,  recommends  the  "elimination 
or  reduction"  of  the  excess  profits  tax.  His  indictment  of  the  tax 
reads :  "It  encourages  wasteful  expenditure,  puts  a  premium  on  over- 
capitalization and  a  penalty  on  brains,  energy,  and  enterprise,  dis- 
courages new  ventures  and  confirms  old  ventures  in  their  monopolies. 
In  many  instances  it  acts  as  a  consumption  tax,  is  added  to  the  cost  of 
production  upon  which  profits  are  figured  in  determining  prices,  and 
has  been,  and  will,  so  long  as  it  is  maintained  upon  the  statute  books, 
continue  to  be,  a  material  factor  in  the  increased  cost  of  living."^ 

On  the  other  hand,  representatives  of  the  large  farm  interests  have 

1  Report  on  Hif/h  Cost  of  Living,  p.  5. 

2  IS'cw   York  Times,  December   i,  1919. 
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included  in  their  legislation  program  the  "democratic  financing  of  the 
war  cost  by  the  retention  of  the  income  and  excess  profits  taxes  and  a 
higher  tax  on  land  held  for  speculative  purposes."^ 

The  agitation  for  repeal,  upon  analysis,  proves  to  be  divided  in  aim. 

1.  It  is  directed  partly  against  taxation  as  such,  raising  the  ques- 
tion as  to  the  size  of  the  total  taxes  to  be  imposed  by  the  federal  gov- 
ernment, which  question  in  turn  disintegrates  into  problems  of  debt 
policy  and  amortization,  of  the  scope  of  public  functions,  and  of  econ- 
omy in  governmental  expenditure. 

2.  The  agitation  seems  to  be  directed  against  the  policy  of  busi- 
ness taxation  in  general,  questioning  the  scientific  soundness  of  taxes 
on  industry  as  compared  with  possible  alternatives,  particularly  in- 
creased income  tax  rates  and  the  so-called  "consumption"  taxes. 

3.  Finally,  the  agitation  is  aimed  in  part  against  the  excess  profits 
tax  itself  as  a  specific  form  of  business  taxation.  This  attack  brings 
into  view  all  of  the  problems  of  the  fiscal,  economic,  and  social  effects 
of  the  present  measure  and  suggests  the  possibility  of  adopting  al- 
ternative business  levies  such,  for  example,  as  a  tax  on  corporale 
profits  either  at  a  flat  rate  or  on  a  progressive  scale  but  without  anv 
attempt  to  weight  the  burden  according  to  the  excessiveness  of  the 
profits. 

Surely  this  is  a  problem  whose  characteristics  commend  it  to  the 
attention  of  economists.  Thus  far  the  analysis  and  appraisal  of  the 
character  of  the  tax  have  been  left  almost  entirely  to  those  upon  whom 
its  burden  rests  and  the  resulting  analysis  can  scarcely  be  termed 
scientific  or  the  appraisal  dispassionate.  The  difficult  and  compli- 
cated questions  of  theory  involved  are  themselves  sufficient  to  mavk 
this  problem  as  one  for  distinctively  professional  analysis.  This  paper 
does  not  attempt  such  an  analysis  and  appraisal.  It  merely  introduces 
the  problem  and  presents  material  which  it  is  hoped  will  be  helj^ful  in 
reaching  an  accurate  and  trustworthy  solution. 

Foreseeing  an  agitation  for  the  repeal  of  the  present  measure  and 
realizing  the  importance  which  the  issue  was  bound  to  assume,  the 
Committee  on  War  Finance  of  this  Association  decided  in  the  spring 
of  1919  to  supplement  its  previous  investigations  into  the  operation  of 
the  excess  profits  tax  in  this  country  by  conducting  an  inquiry  into  the 
British  experience.  England  was  the  first  to  establish  a  war  tax  on 
excess  profits,  has  administered  it  for  five  years,  and  has  raised  enor- 
mous sums  of  money  by  its  use.  In  meeting  our  own  problem  it 
•eemcd  desirable  to  be  informed  how  the  British  view  their  undertak- 

3  New  York  Times,  December  15,  1919. 
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ing,  what  they  consider  to  be  its  advantages  and  disadvantages,  what 
they  think  its  economic  effects  have  been,  how  they  meet  some  of  the 
technical  problems  which  trouble  us  in  the  administration  of  our  law, 
and  how  they  expect  to  decide  the  question  as  to  the  future  of  profits 
taxation  in  their  country.  A  report,  soon  to  appear,  will  present  in  de- 
tail the  results  of  this  investigation.  This  paper  summarizes  some  of 
the  more  significant  of  the  conclusions. 

Contrary  to  the  general  impression,  the  British  do  not  expect  to 
abandon  their  profits  tax.  Instead  they  plan  to  refine  it  and  put  it 
on  a  permanent  basis.  This  statement  would  doubtless  occasion  some 
surprise  even  in  England,  for  most  business  men  and  others  not  closely 
familiar  with  details  of  the  government's  fiscal  problem  appear  con- 
fident that  in  his  next  budget  speech  Mr.  Austen  Chamberlain  will 
entirely  abolish  the  tax  which  last  year  he  reduced  from  80  per  cent 
to  40  per  cent.  A  careful  examination  of  what  Mr.  Chamberlain  said 
when  he  introduced  the  1919  budget  shows  that,  far  from  promising 
the  abandonment  of  the  tax,  he  definitely  forecast  its  continuance  in 
some  form.  What  the  investigator  learned  in  the  course  of  his  survey 
has  convinced  him  that  within  the  next  few  months  excess  profits  tax- 
ation will  be  firmly  established  as  a  part  of  England's  peace-time  fi- 
nancial system. 

This  forecast  assumes  that  there  will  be  no  unexpected  political  de- 
velopments such,  for  example,  as  the  sudden  accession  to  power  of  a 
Labor  government  before  next  budget  time.  If  the  Labor  Party 
should  win  control,  a  heavy  capital  levy  will  probably  be  attempted 
instead  of  the  continuance  of  profits  taxation.  Indeed  a  modified  form 
of  capital  levy  is  not  beyond  the  range  of  possibility  even  though 
there  is  no  change  in  the  political  complexion  of  the  government. 

The  significance  of  this  news,  interesting  though  it  is,  may  easily  be 
overestimated.  That  England,  with  her  more  desperate  financial 
situation,  expects  to  resort  to  profits  taxation  to  balance  her  budget  is 
no  reason  of  itself  for  the  continuance  of  that  form  of  taxation  in  this 
country.  ^  If  the  British  tax  is  to  persist,  it  is  not  because  the  officials 
are  attracted  to  the  system  on  the  ground  of  administrative  advantages. 
Indeed  Somerset  House  will  approach  the  task  of  placing  this  tax  on 
a  permanent  basis  with  a  spirit  of  humility  and  a  heart  full  of  fore- 
boding. It  is  not  because  the  business  community  likes  the  tax.  On 
the  contrary  the  business  men  become  rampant  at  the  mere  mention 
of  the  possibility  of  the  tax  being  made  permanent.  It  is  not  because 
the  public  generally  is  enthusiastic  about  the  measure.    The  belief  that 
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it  is  in  part  responsible  for  tlie  high  prices  is  so  widespread  that  the 
tax  had  apparently  lost  much  of  the  general  popularity  it  at  one  tiaie 
possessed.  It  is  not  because  the  radical  labor  leaders  demand  the  tax, 
because  they  are  not  in  the  slightest  degree  interested  in  it,  having 
their  aim  directed  at  bigger  game,  namely,  the  nationalization  of  the 
mines,  the  railways,  and  the  means  of  production  in  general.  The  - 
chief  reason  why  the  British  will  probably  continue  excess  profits  tax- 
ation is  that  they  need  enormous  sums  of  money  and  the  alternative 
methods  of  raising  it  seem  to  carry  still  greater  objections  than  the 
profits  tax  itself.  It  is  not  the  positive  attraction  of  the  profits  tax 
but  the  revulsion  from  the  idea  of  a  capital  levy  or  a  system  of  con- 
sumption taxes  which  decides  the  issue.^  In  other  words  while  they  do 
not  find  the  frying  pan  comfortable,  they  prefer  it  to  the  fire. 

In  recognizing  all  this,  however,  we  must  not  lose  sight  of  the  fun- 
damental fact  that  the  British,  in  arranging  their  financial  alternatives, 
place  the  profits  tax  high  in  the  order  of  preference  above  such  im- 
posts as  luxury  taxes  and  high  tariffs.  Indeed  their  luxury  tax,  which 
served  as  a  model  for  our  own,  was  finally  considered  too  bunglesome 
to  deserve  a  trial  and  has  never  been  put  into  operation.  We,  on  the 
other  hand,  with  a  luxury  tax  actually  with  us  and  a  tariff  struggle  in 
the  offing,  may  well  take  the  British  decision  into  our  reckoning. 
'  Finally,  the  news  of  the  English  decision  will  doubtless  be  consid- 
ered important  by  those  who  are  convinced  that  the  profits  tax  is  an 
important  element  in  the  determination  of  prices.  For  Americans  in 
business  competition  with  the  British  there  may  be  comfort  in  the 
thought  that  English  prices  will  continue  to  be  subject  to  this  influ- 
ence. If  the  tax  has  any  international  competitive  significance — and 
it  probably  has  little  if  any — we  probably  need  not  be  deterred  from 
continuing  our  impost  by  fear  of  placing  our  business  at  a  disadvantage 
in  comparison  with  that  of  England. 

The  form  which  the  new  British  profits  tax  promises  to  assume  is 
of  greater  interest  and  importance  than  the  mere  fact  that  the  British 
expect  to  make  the  tax  permanent.  To  many  it  may  appear  strange 
that  they  should  turn  to  America  for  their  model  and  that  they  should 
find  the  principles  underlying  our  own  much  abused  profits  tax  of 
1917  best  suited  to  their  needs.  Yet  in  England  it  is  recognized  that 
the  standard  of  pre-war  earnings,  the  distinctive  feature  of  their  law, 
has  become  more  and  more  anomalous  with  each  passing  year  and  that 
the  standard  of  invested  capital,  the  distinctive  feature  of  our  profits- 
tax  law — whatever  else  may  be  said  of  it,  or  against  it — is  one  which 
is   as  well   adapted  to  a   permanent   or  to  a  temporary   tax.      Conse- 
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quently  in  the  proposal  which  at  present  holds  most  promise  of  being 
enacted  into  law  the  British  have  incorporated  the  invested  capital 
standard. 

If  the  British  continue  profits  taxation  they  will  make  the  rates 
moderate  as  compared  with  the  war  tax.  It  will  be  recalled  that  at 
its  peak  the  British  excess  profits  duty  carried  a  rate  of  80  per 
cent  on  the  excess  over  the  pre-war  standard.  It  is  said  that  at  one 
time  of  political  crisis  during  the  war  a  rate  of  100  per  cent 
was  seriously  proposed  and  was  only  avoided  by  the  insistence  of  the 
officials  of  the  Inland  Revenue  that  such  a  tax  would  be  impossible 
to  administer.  It  must  be  borne  in  mind  also  that  the  income  tax  of 
6  shillings  in  the  pound,  or  30  per  cent,  applies  to  what  remains  after 
the  excess  profits  tax  has  been  collected,  as  compared  with  our  own 
corporation  income  tax  of  12  per  cent,  reduced  this  year  to  10  per 
cent.  This  fact  together  with  the  differences  in  practice  with  regard 
to  the  taxation  of  appreciations  in  property  values  and  the  alternative 
rates  under  the  American  law  make  impossible  an  exact  comparison 
between  the  weight  of  the  English  and  American  taxes.  Their  40 
per  cent  rate  applying  this  year  is  expected  to  yield  about  .£50,000,000. 
The  probability  is  that  the  British  will  attempt  to  continue  indefinitely 
the  yield  of  the  tax  at  about  this  figure.  To  secure  this  sum  by  a 
profits  tax  with  an  invested  capital  standard  it  will  apparently  be 
necessary  to  levy  progressive  rates  on  a  scale  which  corresponds  very 
closely  with  that  of  our  1917  excess  profits  tax  law.  The  British 
expect  to  be  able  to  administer  successfully  a  tax  of  this  weight. 

The  British  proposal  meets  a  number  of  the  difficult  problems  con- 
nected with  profits  taxation  in  a  manner  which  is  in  some  instances 
suggestive.  For  example,  they  can  see  no  justice  in  making  the  tax 
apply  to  corporations  only  as  is  the  case  under  our  present  law. 
Again,  they  feel  that  the  problem  of  business  concerns  with  little  or 
no  invested  capital  can  be  fairly  well  met  by  utilizing  a  sliding  scale 
of  salary  allowances  instead  of  exempting  them  as  we  do.  The  dis- 
tinction between  a  profession  and  a  business  is  one  which  troubles 
them  sorely,  but  nevertjieless  they  consider  it  possible  to  establish  the 
differentiation  in  a  fashion  approximately  equitable.  The  fact  that 
appreciations  of  property  values  are  not  considered  taxable  income  in 
England  raises  a  problem  for  them  which  has  not  troubled  us  seriously 
here.  If  they  are  to  recognize  as  invested  capital  the  full  amount 
paid  for  assets,  tangible  and  intangible,  by  the  purchaser  of  a  business, 
they  realize  that  their  new  tax  would  be  widely  evaded  unless  it  were 
coupled  with  some  type  of  special  increment  tax  upon  the  profit  from 
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the  sale,  imposed  at  the  time  of  transfer.  The  difficulties  of  arrang- 
ing such  a  tax^  which  in  our  case  are  cared  for  automatically  in  a 
fairly  satisfactory  manner  under  our  income  tax,  lead  them  to  favor 
the  adoption  of  the  rule  that  assets  shall  be  valued  at  cost  to  the 
original  owner  even  after  having  been  transferred  to  the  new  pur- 
chaser. 

The  effects  of  heavy  profits  taxation  which  were  discernible  in  Eng- 
land in  the  summer  of  1919  do  not  conduce  to  optimism  with  regard  to 
the  future  of  the  proposed  new  tax.  There  was  much  evidence  that 
the  war  tax  had  been  repressive,  that  it  had  led  to  extravagant  and 
wasteful  expenditure,  that  it  had  been  largely  evaded.  With  regard  to 
its  effects  upon  prices  the  situation  was  far  from  clear.  There  is 
reason  to  believe,  however,  that  many  of  the  ill  effects  are  not  the 
necessary  and  inevitable  consequences  of  profits  taxation  but  are  rather 
to  be  attributed  to  the  heavy  weight  and  the  temporary  character  of 
the  tax  now  in  force. 

/  The  British  tax  has  had  no  acute  effect  upon  business  stability. 
Businesses  have  not  been  forced  into  bankruptcy  by  the  Excess  Profits 
Duty  and  there  has  been  but  little  borrowing  to  meet  the  payments. 
But  this  is  due  primarily  to  a  collection  policy  which  is  in  marked 
contrast  to  our  own.  In  England  the  Treasury  has  been  given  dis- 
cretion to  arrange  convenient  terms  of  payment.  In  cases  where  it  is 
difficult  for  the  taxpayer  to  meet  his  obligations,  he  lays  his  case 
before  the  officials  of  the  Inland  Revenue  and  receives  such  conces- 
sions as  they  consider  appropriate.  This  gives  an  elasticity  to  the  v^ 
system  which  has  doubtless  prevented  much  distress. 

This  delegation  of  authority  to  postpone  collections  has  very  serious 
counter  effects,  however.  The  privilege  has  been  abused.  As  a  con- 
sequence of  the  liberal  attitude  of  the  Inland  Revenue,  the  arrears  from 
this  levy  have  accumulated  until  they  now  amount  to  approximately 
£200,000,000,  four  times  the  amount  expected  from  the  40  per  cent 
rate  in  force  this  year.  Our  own  rigorous  collection  policy  has  caused 
some  inconvenience,  it  is  true,  but  there  will  not  be  many  who  would 
favor  copying  English  practice  on  this  point.  We  can  congratulate 
ourselves  that  the  problem  of  enormous  arrears  is  not  one  of  our  finan-  — 
cial  problems  of  reconstruction. 

Wliat  the  less  immediate  effects  upon  business  stability  have  been 
can  not  accurately  be  determined.  It  is  obvious,  however,  that  huge 
sums,  a  substantial  portion  of  which  would  otherwise  have  gone  to- 
ward strengthening  and  expanding  business  undertakings,  have  been 
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rendered  unavailable  for  this  purpose  and  consequently  business  in 
the  aggregate  must  be  less  well  established  and  safeguarded  than 
would  have  been  the  case  had  the  tax  not  been  imposed  at  all. 
Whether  they  are  less  •well  established  and  safeguarded  than  they 
Avould  have  been  under  some  alternative  tax  producing  the  same  reve- 
nue is  open  to  question. 

Precisely  what  effects  the  profits  duty  has  had  upon  prices  it  is 
impossible  to  say.  The  English  newspapers  are  full  of  complaints 
placing  upon  the  tax  a  large  part  of  the  responsibility  for  the  pre- 
vailing high  prices.  Sidney  Webb  asserts  that  such  statements,  so 
far  as  they  refer  to  commodities  not  under  government  control,  spring 
from  "sheer  ignorance"  and  most  of  the  economists  agree  with  him. 
V  Business  men,  however,  almost  universally  testify  that  the  tax  has  in- 
fluenced them  to  increase  their  prices.  They  claim  that  by  a  curious 
inversion  the  tax,  designed  in  part  as  a  corrective  of  excess  profits^  be- 
comes itself  a  cause  of  excess  profits.  But  in  some  of  these  cases  one 
suspects  that  the  tax  has  been  seized  upon  as  an  excuse  for  monopoly  - 
prices  wliich  would  be  just  as  high  in  the  absence  of  the  levy  and  that 
the  argument  represents  at  once  an  apology  for  past  greed  and  a  plea 
for  future  exemption  from  just  burdens.  One  manufacturer  told  the 
investigator  that  his  concern,  suddenly  finding  itself  after  a  number  of 
lean  years  in  possession  of  a  large  stock  and  confronted  with  a  demand 
so  great  that  it  could  not  possibly  meet  it,  was  in  a  position  where  it 
could  ask  almost  any  price  it  chose  for  its  product,  and  the  fact  that 
the  profits  duty  had  to  be  paid  influenced  his  directors  to  charge  a 
higher  price  than  they  otherwise  Avould  have  asked.  Such  tender-  - 
hearted  tyros  at  jDrofiteering  who  depend  on  the  tax  to  give  them  moral 
courage  to  charge  what  they  can  get  for  their  goods  in  the  market 
are  jDrobably  rare  economic  phenomena  and,  moreover,  unless  they 
happen  to  be  selling  directly  to  the  consumer*  anything  they  refrain 
from  adding  to  their  price  is  probably  added  to  it  by  the  next  man  in 
the  marketing  chain,  so  that  the  ultimate  retail  price  is  no  lower. 

On  the  other  hand,  another  manufacturer  testified  that  he  had  de-    ^ 
liberately  reduced  his  prices  to  avoid  the  tax,  expecting  by  offering  his 
goods  at  very  reasonable  rates  to  build  up  a  good  will  which  would 
yield  added  returns  later  when  the  profits  tax  had  disappeared. 

It  is  not  easy  to  understand  how  a  tax  which  is  imposed  only  after  w 
moderate  profits  have  been  accumulated  can  operate  in  an  important 
and  direct  fashion  as  a  cause  of  high  prices,  if  the  market  is  freely 

4  This  point  has  been  convincingly  stated  by  Dr.  T.  S,  Adams  on  various 
occasions. 
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competitive.  Even  in  a  seller's  market  such  as  exists  in  many  lines 
today,  the  power  to  charge  a  high  price  is  not  dependent  upon  the 
existence  of  such  a  tax.  There  probably  are  long-time,  indirect  effects 
in  the  direction  of  increased  prices  from  a  business  tax  such  as  this. 
The  slightest  repression  on  enterprise — and  this  tax  undoubtedly  does 
exercise  some  repression  in  the  long  run — would  be  expected  to  have 
such  effects,  but  it  seems  very  doubtful  whether  these  indirect,  re- 
mote forces  have  as  yet  become  effective  in  this  country. 

There  is  general  agreement  in  England  that  in  the  case  of  commodi- 
ties manufactured  under  government  contract,  especially  during  the 
earlier  years  of  the  war,  the  excess  profits  duty  was  very  often  taken 
into  account  in  arriving  at  a  price.  That  is,  the  manufacturer  usually 
considered  the  excess  profits  duty  an  expense  and  succeeded  in  secur- 
ing terms  which  left  him  after  paying  it  about  the  amount  of  profit 
he  would  have  striven  for  had  the  tax  not  been  in  existence.  Conse- 
quently the  tax  in  England  was  to  a  considerable  extent  illusory,  the 
government  itself  creating  the  profits  which  it  took  back  in  taxes. 

Methods  of  dodging  the  excess  profits  duty,  aside  from  shifting  it 
in  the  form  of  higher  prices,  are  endless  in  variety  and  marvelous  in 
ingenuity.  At  one  extreme  stands  the  device  of  the  prosperous  fac- 
tory owner  who  declines  to  exert  himself  because  the  taxes  upon  profits 
resulting  from  additional  effort  leave  him  too  little  to  tempt  him  to 
further  activity.  This  is  a  form  of  avoidance  which  can  scarcely  be 
classified  as  evasion  and  which  is  impossible  to  prevent  or  punish.  At 
the  other  extreme  stands  the  petty,  crude  stealing  of  the  small  busi- 
ness man  who  puts  his  family  on  his  payroll  at  fat  salaries  for  nomi- 
nal duties  or  refrains  from  recording  on  his  books  some  of  his  more 
profitable  transactions. 

Between  these  two  extremes  lie  devices  representing  every  degree 
of  variation  in  legitimacy  and  legality.  An  owner  of  a  rubber  plan- 
tation postpones  tapping  his  trees  until  the  profits  tax  shall  have  dis- 
appeared. The  factory  owner  spends  his  excess  profits,  otherwise 
subject  to  tax,  for  almost  any  purpose  which,  while  it  can  be  classified 
as  an  expense  chargeable  to  the  present  year's  income,  may  never- 
theless result  in  increased  profits  in  that  future  time  when  profits - 
taxes  will  be  no  more,  or  in  an  improved  goodwill  which  can  be  sold 
at  any  time  as  a  part  of  the  business  assets  under  the  English  law 
without  the  profit  becoming  subject  to  income  tax  on  profits  duty.  This 
is  the  explanation  of  the  heavy  advertising  which  has  been  a  striking 
feature  of  war-time  England.  The  manager  of  a  large  commercial 
house  explained  in  this  way  the  decision  he  had  made  to  seize  this 
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opportunity  for  establishing  a  large  number  of  branch  agencies  which 
would  for  the  first  few  years  be  losing  ventures.     If  the  excess  profits   « 
duty  has  depressed  those  businesses  which   promise   quick  returns   it 
has  at  the  same  time  stimulated  other  businesses  which  offer  deferred 
profits. 

Renovations  and  repairs  are  made  on  a  lavish  scale.  To  paint  one's 
establishment  with  one's  taxes  is  the  accepted  procedure.  Greatly 
increased  salaries  are  paid,  especially  in  the  case  of  those  employees 
who  will  be  likely  to  remember  the  employer's  generosity  and  tacitly 
accept  it  as  advance  payment  of  salary.  One  foreman  chuckled  over 
the  four  entirely  unexpected  and  admittedly  undeserved  bonuses  which 
had  fallen  into  his  lap  during  the  last  year. 

These  expenditures  for  purposes  which  promise  future  rather  than 
present  returns  shade  off  into  mere  wasteful  extravagance.  When  the 
government  took  £86  out  of  the  <£lOO  of  an  excess  profit  (that  is,  80 
per  cent  profits  duty  plus  income  tax  at  six  shillings  in  the  pound)  the 
tendency  was  to  buy  any  article  selling  for  <£100  which  had  a  value 
to  the  taxpayer  of  ■£14'  or  more.  Even  with  the  jirofits  tax  rate  re- 
duced to  40  per  cent,  the  income  tax  and  profits  duty  take  together 
58  per  cent  of  the  excess  profit.  As  one  business  man  remarked,  there 
seems  to  be  some  magic  about  the  50  per  cent  mark.  If  the  govern- 
ment takes  more  than  half  of  the  pound  of  profit,  abuses  develop. 

In  England  when  one  concern  buys  out  another^  the  pre-war  records 
of  the  two  concerns  are  amalgamated  and  form  the  standard  by  which 
to  measure  the  excess  profits  of  the  combined  businesses.  This  has 
led  to  a  lively  traffic  in  bankrupt  or  near-bankrupt  concerns  which 
were  prosperous  before  the  war.  There  is  competition  for  the  privi- 
lege of  using  the  pre-war  records  of  these  unprofitable  businesses. 

There  has  also  been  a  very  strong  tendency  to  escape  the  tax  by 
undervaluing  inventories.  One  merchant  cites  the  case  of  a  business 
he  had  recently  acquired  where  the  stock  valued  for  tax  purposes  at 
£3000  was  easily  worth  nearly  double  that  sum.  A  large  manufac- 
turer testified  that  materials  in  the  process  of  manufacture  had  al- 
most disappeared  from  the  accounts  of  many  plants,  such  items  be- 
ing easy  to  manipulate  with  little  danger  of  detection  by  the  officials 
of  the  inland  revenue. 

All  accounts  agree  that  there  was  comparatively  little  outright  eva- 
sion of  the  profits  duty  during  the  war.  Since  the  armistice,  however, 
an  entirely  different  spirit  has  been  present.  Whereas  before  eva- 
sion of  the  tax  was  considered  little  short  of  treason,  the  circumven- 


10  American  Economic  Association, 

tion  of  tiie  statute  kas  ik>w  become  a.  fascinating  game  at  wiach  large 
numbers  apparentlT  tzj  their  band.  Wlietlier  erasioii  can  be  prevoited 
is  a  qoesticHi  npon  which  there  is  the  greatest  difference  of  ojnnion. 
The  Hon.  B^inald  McEenna,  who^  when  Chancellor  of  the  £x- 
eheqaer,  introdnced  the  profits  tax,  remarked  that  the  Inland  Reremie 
had  been  since  1842  boHding  np  an  income  tax  whidi  would  prerent 
I  evasion  and  that  it  woold  require  another  hnndred  jears  to  derise  a 
V  soceessfol  method  of  administering  a  profits  tax !  On  the  other  hand 
it  most  be  recognized  that  manj  of  the  derices  enmnerated  above  are 
designed  to  postpone  the  yield  of  the  business  until  the  profits  tax  has 
been  abolished.  If  the  tax  were  made  pamanent,  the  efficiency  of  all 
snch  arrangranents  woold.  disappear.  Again,  the  wastefulness  and 
extravagance  in  expenditore  attributed  to  the  tax  is  cansed  by  die 
heaviness  of  tiie  rates.  ^The  prevoition  of  evasion  woold  be  an  en- 
tirely different  problem  if  the  tax  were  e:q>ected  to  continne  in- 
definitely and  if  ihe  rates  were  made  moderate. 

The  evasim  jnst  described  has  developed  in  spite  of  better  admin* 
istration  than  we  have  in  this  country.  There  is  no  t^portnnitj  here 
to  describe  in  detail  the  English  administrative  organization,  bat  it 
dioold  be  made  dear  that  they  have  socoeeded  in  evolving  a  system 
under  which  every  taxpayer  need  not  be  an  expert  in  income  and 
profits  tax  procedore  in  order  to  be  assured  of  having  his  interests 
properly  cared  for.  Local  assessments  are  made  by  hi^dy  skilled 
permanent  civil  servants  in  whom  the  taxpayer  can  place  confidence. 
The  attitude  of  this  local  a&eul  is  not  one  of  suspicion  and  distrust, 
of  impatience  with  peculiar  di£Bcnlties,  and  of  rigorous  adherence  to 
the  letter  of  the  statute,  irrespective  of  its  sjnrit  and  intenL  He  is  a 
man  familiar  widi  business  practice  and  vested  witibi  considerable  dis- 
cretitm.  He  approadies  the  taxpayer  in  a  spirit  of  helpfulness  and 
intelligent  understanding.  He  m^  arrive  at  decisions  which  are 
binding  and  may  make  compromises  ^diich  will  stand.  Throng  assess- 
ments determined  in  conference  with  this  oSaal  a  de^ee  of  certaintf^ 
is  introduced  into  the  procedure  which  is  a  refreshing  contrast  to  our 
own  situation.  If  we  could  develop  officials  of  similar  quality  to  the  - 
En^ish  local  surveyor  and  could  decentralize  the  assessment  as  the 
Eng^Ush  have  done,  much  of  the  presoit  dissatisfaction  with  our  in- 
come and  profits  taxes  would  disappear. 

Not  only  are  the  assessments  determined  in  a  more  efficient  manner 
tiaan  our  own,  but  cases  of  dissatisfaction  with  the  decisions  of  local 
assessors  are  dealt  with  in  a  fashion  worthy  of  imitatioa.     In  case  s 
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taxpayer  desires  an  appeal  he  is  neither  compelled  to  complain  to 
those  -who  have  perpetrated  the  alleged  wrong  against  -which  he  is 
protesting  nor  forced  into  a  court  of  law.  He  may  instead  lay  his 
case  before  a  board  made  up  of  men  who  are  not  treasury  officials 
at  all  and  who  will  decide  the  issue  in  the  spirit  of  arbitration.  More- 
over this  is  done  near  the  taxpayer's  home.  It  is  not  necessary  to 
make  a  long  and  expensive  trip  to  the  capital  of  the  country. 

To  meet  certain  of  the  general  problems  connected  with  the  admin- 
istration of  the  excess  profits  tax_,  the  British  established  a  Board  of 
Referees.  As  originally  set  up,  this  tribunal  was  to  consider  only  ap- 
plications for  increases  in  the  statutory  percentages  allowed  as  a 
credit  on  capital  invested  in  industries  surrounded  by  conditions  which 
merited  special  allowances.  Only  the  representatives  of  entire  indus- 
tries were  heard.  This  Board  has  earned  an  enviable  reputation  for 
itself  and  its  functions  have  recently  been  considerably  enlarged. 

Much  of  the  favor  which  was  attained  by  our  Excess-Profits-Tax 
Reviewers  and  by  our  Advisory  Tax  Board  was  due  to  the  fact  that 
they  had  a  certain  aloofness  from  the  Treasury.  They  did  not  take 
the  ordinary  bureaucratic  attitude  toward  the  problems  put  before 
them.  In  spite  of  the  fact  that  they  were  Internal  Revenue  officials 
they  could  be  counted  upon  to  take  a  large,  unbiased  view  of  the  tax- 
payer's problem.  The  discontinuance  of  the  Advisory  Tax  Board  is 
exceedingly  regrettable  unless  its  temporary  absence  makes  it  even 
more  easy  to  secure  some  arbitrating  body  of  a  character  similar  to 
that  of  the  British  Board  of  Referees. 

The  British  have  avoided  many  of  our  difficulties  by  a  greater  broad- 
ness and  flexibility  in  their  statutes  as  well  as  in  their  administration. 
Illustrations  of  their  common-sense  view  as  contrasted  with  the  policy 
of  strict  adherence  to  book  facts  are  the  provisions  permitting  the  de- 
duction in  a  given  taxable  year  of  repairs  postponed  because  of  ab- 
normal conditions  and  the  scheme  for  allocating  the  income  from 
a  long-term  contract  over  the  entire  period  of  accrual. 

In  a  complete  and  well-considered  estimate  of  the  success  of  the  Eng- 
lish duty  it  would,  of  course,  be  necessary  to  take  into  account  both  the 
-  tremendous  productivity  of  the  tax  and  the  very  important  role  it  has 
played  in  reconciling  labor  to  a  program  of  war  production.  The 
duty  owed  it-s  existence  very  largely  to  the  necessity  of  placating 
labor.  But  for  its  success  in  this  direction  the  war  might  have  been 
lost. 

In  neither  England  nor  the  United  States  are  the  possibilities  of  the 
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device  appreciated  as  a  means  of  securing  certain  of  the  advantages  of 
socialism  without  the  attendant  disadvantages. 

The  investigation  has  yielded  considerable  technical  information  re- 
lating to  procedure  under  the  English  Excess  Profits  Duty  which  is 
set  forth  in  detail  in  the  report.'^  Some  of  this  material  has  already 
been  found  useful  to  the  Bureau  of  Internal  Revenue.  Moreover, 
testimony  was  received  regarding  a  number  of  questions  of  policy  and 
practice  under  the  income  tax  law,  including  such  topics  as  the  at- 
tempt to  distinguish  capital  appreciations  from  income  for  tax  pur- 
poses, the  differentiation  between  earned  and  unearned  income,  the 
operation  of  the  system  of  abatements  and  the  system  of  collection-at- 
source,  taxation  on  the  basis  of  the  three-year  average,  and  the  taxation 
of  foreign  corporations  with  agencies  in  Great  Britain.  As  these  are 
questions  which  now  press  for  consideration  in  the  recasting  of  our 
income  tax  law  it  has  been  considered  desirable  to  include  a  treatment 
of  them  in  the  report. 

The  main  conclusions  to  be  drawn  from  British  experience  with 
profits  taxation  may  be  summarized  briefly  as  follows: 

1.  In  England  they  think  highly  enough  of  profits  taxation  to  con- 
template its  continuance.  The  general  principle  of  such  a  tax,  tersely 
described  by  Dr.  J.  C.  Stamp  as  "a  preliminary  skimming  of  the 
richer  crocks  of  cream,"  is  one  which  appeals  to  them  as  worthy  of 
incorporation  into  their  permanent  system  in  view  of  their  present 
difficult  financial  condition. 

2.  They  believe  their  present  profits  tax  with  its  standard  of  pre- 
war earnings  to  be  anomalous  and  out  of  date.     Some  adaptation  of 
our  own  standard  of  invested  capital  is  in  their  opinion  the  best  test 
to  apply  in  seeking  to  determine  the  relative  richness  of  the  crocks  of, 
cream. 

j  3.  They  appreciate  the  fact  that  differentiation  between  classes  of 
(business  and  special  treatment  of  unusual  individual  cases  are  essential 
in  a  tax  of  this  type.  The  burden  must  not  apply  with  full  rigor  to 
,  profits  won  at  great  hazard.  Some  crocks  of  cream  appear  to  be . 
richer  than  they  are.  The  necessary  flexibility  can,  they  believe,  be 
introduced  in  part  through  the  operation  of  a  body  like  their  Board  of 
Referees  with  powers  to  make  concessions  applying  to  industries  as 
a  whole,  and  in  part  by  a  broad  policy  (both  in  statute  and  in  admin- 
istration)  with  respect  to  individual  cases  of  hardship. 

5  This  material  has  been  prepared  for  publication  by  Mr.  George  E.  Holmes, 
of  the  New  York  Bar. 
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4.  The  tax,  they  believe,  must  be  reasonably  light,  British  ex- 
perience confirms  our  own  that  a  very  heavy  tax  inevitably  leads  to 
extravagance,  which  reduces  the  total  amount  of  cream  available  for 
skimming. 

5.  The  tax  to  be  successful  must  be  permanent  in  character.  The 
English  realize  that  a  temporary  tax  can  be  easily  avoided.  The  pro- 
duction of  the  cream  can  and  will  be  postponed  by  a  variety  of  de- 
vices if  there  is  a  rational  certainty  that  the  skimming  policy  is 
shortly  to  be  abandoned. 

6.  Finally,  they  concede  that  such  a  tax  bristles  with  administrative 
difficulties  so  great  as  to  challenge  the  skill  of  even  so  admirable  an 
organization  as  England's  civil  service.  The  British,  however,  feel 
that  their  service  will  successfully  meet  the  challenge. 

The  application  of  these  conclusions  to  our  own  fiscal  situation  and 
the  formulation  of  a  definite  recommendation  as  to  what  we  should  do 
about  continuing  profits  taxation  involve  an  analysis  too  elaborate 
for  complete  presentation  in  this  paper.  The  writer  may  be  permit- 
ted, however,  to  point  the  moral  which  he  thinks  should  adorn  the 
tale,  even  though  there  is  not  time  to  tell  the  entire  story. 

1 ,  The  Secretary  of  the  Treasury  insists  that  total  tax  revenues  must 
not  be  reduced  for  the  present.  Congressional  leaders  seem  disposed 
to  agree  with  him.  The  abolition  of  our  profits  tax  is  consequently 
dependent  upon  the  production  of  a  more  attractive  substitute.  The 
two  pro^Dosals  which  have  thus  far  appeared  are  Senator  Smoot's  gen- 
eral sales  tax  and  Secretary  Glass's  increase  in  the  normal  income  tax 
rate.  Neither  of  these  methods  would  raise  the  sums  now  produced 
by  the  profits  tax  without  involving,  in  the  opinion  of  the  writer, 
worse  evils  than  those  which  we  are  now  enduring  under  our  profits 
tax.  However,  the  evils  of  the  two  suggested  alternatives  are  of  the 
type  which  immediately  and  primarily  affect  the  general  public  rather 
than  the  business  classes  as  such.  A  sales  tax  would  involve,  in  a 
word,  a  consumption  tax  whose  burden  would  be  distributed  for  the 
most  part  in  a  haphazard  and  unscientific  manner  in  the  form  of  in- 
creased prices.  On  the  other  hand,  an  increased  normal  income  tax 
rate  would  have  many  ill  effects.  In  the  first  place  it  would  put  an 
enormously  increased  strain  on  the  already  Avobbly  administration.  An 
increase  in  the  normal  rate  to,  say,  twice  or  three  times  the  present 
rate  would  make  the  income  tax  alone  a  more  different  administrative 
problem  than  the  present  combination  of  income  plus  profits  tax.  It 
would,  unless  coupled  with  some  complicated  system  of  abatements, 
eliminate  the  progressive  principle  from  the  lower  ranges  of  income 
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tax  rates,  where  the  principle  is  of  greatest  importance.  Finally,  its 
net  effect  would  be  a  shifting  of  the  burden  now  borne  by  investors  to 
earned  incomes  of  moderate  size,  exactly  the  group  hardest  hit  by  the 
present  increase  in  prices.  As  compared  with  either  of  these  alterna- 
tives the  writer  believes  that  it  would  be  better  to  continue  the  policy 
of  skimming  the  richer  crocks  of  milk. 

2.  However,  this  assumes  that  the  present  revenue  yield  should  be 
maintained.  The  wisdom  of  this  should  be  challenged  in  a  much  more 
vigorous  manner  than  has  thus  far  been  done.  The  present  yield 
should  not  be  maintained  unless  a  very  large  portion  of  it  is  to  go 
for  amortization  purposes,  and  it  is  doubtful  whether  it  should  be 
maintained  even  for  that  purpose.  The  suggestions  for  a  national 
budget  and  for  an  efficiency  audit  may  result  in  some  saving,  but  in 
addition  to  this  there  must  be  borne  in  upon  Congress  the  necessity  of 
rapidly  reducing  our  swollen  expenditures.  "The  road  to  ruin"  should 
be  turned  into  a  dramatic  slogan  for  retrenchment  here  as  has  been 
done  in  England.  A  reduction  in  expenditure  would  make  possible  a 
reduction  in  excess  profits  tax  rates,  which  would  go  far  toward  elimi- 
nating the  objections  which  exist  at  present  to  that  tax. 

Certainly  we  should  abandon  all  thought  of  continuing  profits  tax- 
ation, however,  unless  we  are  prepared  to  take  radical  action  in  the 
direction  of  the  improvement  of  our  administration.  Indeed  improve- 
ment in  this  direction  is  imperative  irrespective  of  the  question  of  the 
continuance  of  the  profits  tax.  If  the  income  tax  itself  is  to  be  saved 
from  a  degeneration  equal  to  that  of  the  general  property  tax  in  our 
states  today,  something  must  be  done  to  build  up  an  organization 
which,  without  the  present  amount  of  trouble,  cost,  and  irritation  to 
the  taxpayer,  will  determine  accurately  and  satisfactorily  what  tax- 
able income  is.  In  this  matter  we  should  sit  at  the  feet  of  the  British 
and  learn  what  they  have  to  teach  us.  Especially  should  we  strive  to 
secure  for  our  country  their  system  of  original  assessments  by  skilled, 
permanent,  responsible  civil  servants  and  their  system  of  appeal  and 
review  conducted  on  the  principle  of  arbitration  by  persons  not  con- 
nected with  the  Treasury. 

The  appeal  system  could  be  inaugurated  without  great  difficulty  and 
delay.  The  assessment  plan  can  probably  be  established  only  through 
the  general  improvement  of  our  civil  service.  Support  should  be 
given  to  both  by  all  who  feel  that  it  is  desirable  to  continue  to  raise 
our  federal  revenues  by  direct  taxes  on  either  incomes  or  profits. 


IMMEDIATE  FUTURE  OF  THE  EXCESS  PROFITS  TAX 
By  T.  S.  Adams 
Yale  University 

In  discussing  this  subject  I  make  one  assumption  and  state  five 
premises  which  represent  in  my  opinion  not  only  facts,  but  the  pivotal 
and  controlling  facts.  The  assumption  is  that  under  existing  condi- 
tions there  is  no  excuse  for  immediate  reduction  of  the  tax  revenue. 
The  facts  or  premises  referred  to  are  as  follows: 

I.  The  Facts 

1.  There  is  an  imperative  need  for  immediate  simplification  in  the 
system  of  internal  revenue  taxes.  The  unvarnished  truth  is  that  the 
income  and  profits  taxes  are  so  heavy  and  so  intricate  that  a  sufficient 
number  of  auditors  and  experts  cannot  be  secured  by  the  government 
to  audit,  assess,  and  settle  old  claims  as  fast  as  new  claims  are  created. 

2.  The  old  tax  claims  must  be  cleared  up  and  definitely  settled.  At 
present  the  taxpayer  never  knows  when  he  is  through.  New  rulings 
cause  old  returns  for  a  number  of  years  back  to  be  re-examined  and  re- 
opened. Many  of  the  largest  tax  returns  for  1917,  the  first  year  of 
the  war,  have  not  been  audited.  The  Commissioner  of  Internal  Reve- 
nue estimates  that  a  thorough  audit  of  these  old  assessments  would  re- 
sult in  additional  revenues  of  many  hundreds  of  millions  of  dollars, 
positively  more  than  a  billion  dollars.  These  old  claims  should  be 
cleared  up  not  only  for  the  revenue  which  they  represent,  but  to  give 
that  certainty  to  the  taxpayer  without  which  the  development  of  in- 
dustry and  business  must  be  seriously  impeded. 

3.  These  old  claims  arise  chiefly  under  the  income  and  profits  taxes. 
These  are  the  huge  pillars  of  our  financial  temple.  At  present  they 
are  seriously  awry.  The  excess  profits  tax  does  not  apply  to  individual 
business  men,  partnerships,  or  personal  service  corporations ;  it  is  con- 
fined to  a  fraction  of  the  corporations  of  the  country.  The  income  tax 
on  the  other  hand,  so  far  as  the  heavy  surtaxes  are  concerned,  does  not 
apply  to  the  undistributed  profits  of  corporations.  A  partnership  (or 
the  members  thereof)  may  pay  hundreds  of  thousands  of  dollars  more 
taxes  than  the  owners  of  the  business  would  pay  if  it  were  in  corporate 
form.  Per  contra  a  given  corporation  may  pay  indefinitely  larger  taxes 
than  its  immediate  competitors  organized  as  partnerships.  J.  P.  Mor- 
gan &  Company  is  a  partnership,  but  many  of  its  principal  competi- 
tors  are   corporations.      Macy   &   Company   of   New   York  has   been 
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until  recently  a  partnership;  but  John  Wanamaker^  Gimbel  Brothers, 
and  most  of  the  New  York  department  stores  are  corporations.  The 
taxes  upon  the  two  forms  of  business  organization  may  differ  indefi- 
nitely. We  have  two  systems  of  business  taxation,  whereas  we  should 
have  but  one. 

4.  Whatever  the  virtues  and  excellencies  of  the  excess  profits  tax, 
it  cannot  persist  as  a  partial  tax  applicable  only  to  a  portion  of  the 
corporations  of  the  country.  If  the  underlying  princijole  is  sound  it 
should  be  applied  to  all  business  concerns  capable  of  earning  "excess 
profits." 

5.  Whatever  the  virtues  of  the  income  tax,  it  cannot  persist  with  its 
heavier  rates  applicable  only  to  individuals,  partnerships,  and  non- 
corporate taxpayers.  These  conclusions  seem  to  me  practically  self- 
evident. 

II.  Immediate  Proposals 

If  the  preceding  statement  of  facts  represents  a  correct  diagnosis  of 
the  situation,  we  must  either  extend  the  excess  profits  tax  to  cover  all 
forms  of  business  enterprise,  or  abolish  it  and  subject  corporations  to  a 
full-fledged  income  tax.  The  latter,  I  believe,  is  the  only  practicable 
alternative.  The  essential  reason  for  this  conclusion  is  found  in  the 
fact  that  the  excess  profits  tax  imposes  upon  the  administrative  ma- 
chine a  burden  too  heavy  to  be  successfully  carried.  The  excess  profits 
tax  applies  to  those  earnings  or  profits  in  excess  of  a  normal  return. 
Whether  this  normal  return  be  computed  upon  the  basis  of  past  profits, 
invested  capital,  or  both,  it  can  only  be  determined  safely  after  close 
study  of  individual  cases.  As  stated  above,  the  government  cannot  se- 
cure the  requisite  number  of  trained  auditors  to  keep  pace  with  the 
multiplying  assessments.  If  for  no  other  reason,  the  excess  profits  tax 
must  be  repealed  in  order  to  prevent  an  administrative  log  jam. 

But  it  wiU  not  suffice  merely  to  abolish  the  excess  profits  tax.  Cor- 
porations, in  order  to  be  placed  upon  something  like  an  equality  with 
individuals  and  partnerships,  must  bear  an  additional  tax  roughly 
equivalent  to  the  surtaxes  on  undistributed  profits  paid  by  sole  pro- 
prietors, the  members  of  partnerships,  and  tlie  stockholders  of  per- 
sonal service  corporations.  This  additional  tax  should  apply  only  to 
undistributed  profits.  Distributed  profits  should  be  treated  as  a  de- 
duction after  the  manner  of  the  excess  profits  or  war  profits  credit. 
They  should  be  exempt  because  they  are  subject  to  the  normal  tax  as 
part  of  the  corporate  earnings,  and  to  surtaxes  as  part  of  the  incomes 
of  the  individual  stockholders.     In  general  this  proposal  is  designed  to 
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place  corporations  and  partnerships  upon  an  equality.  To  accomplish 
this  end  I  should  recognize  a  constructive  or  pro  forma  declaration  of 
dividends  for  purposes  of  taxation,  without  requiring  the  cash  to  be 
actually  distributed.  This  would  permit  a  corporation  to  place  itself 
upon  an  equality  with  its  non-corporate  competitors  if  it  so  desired, 
while  retaining  such  part  of  its  net  income  as  prudence  suggested 
should  be  used  in  extensions  or  development. 

The  proposal  at  this  point  is  important  enough  to  illustrate  in  some 
detail.  The  normal  tax  upon  individuals  is  8  per  cent  and  upon  cor- 
porations 10  per  cent.  Incidentally  I  would  equalize  tliis  by  leveling 
up^  and  make  the  normal  tax  in  both  cases  10  per  cent.  Then  I  should 
place  an  additional  tax  of  say  20  per  cent  upon  the  undistributed 
profits  of  the  corporation ;  but  if  the  corporation  preferred,  it  would  be 
permitted  to  issue  either  a  stock  dividend  or  what  might  be  called  a 
"constructive  dividend"  or  "certificate  of  interest/'  which  would  bring 
about  the  taxation  of  its  undistributed  profits  in  the  hands  of  the  stock- 
holders and  thus  relieve  the  corporation  of  the  additional  tax  while  at 
the  same  time  it  left  the  funds  in  the  corporation's  hands  for  use  in  the 
business.  The  legality  or  constitutionality  of  such  a  law  would  prob- 
ably be  questioned.  But  I  see  no  reason  to  believe  that  the  courts  would 
interfere  with  a  provision  of  this  kind  when  its  adoption  is  entirely 
voluntary  on  the  part  of  the  corporation.  In  any  event,  it  could  easily 
be  provided,  if  either  the  stock  dividend  or  the  proposed  "constructive 
dividend"  is  held  to  be  exempt  from  taxation  to  the  stockholders,  that 
the  corporation  should  be  subject  to  the  additional  tax  on  undistributed 
profits. 

An  additional  tax  of  20  per  cent  would  go  far  to  replace  the  excess 
profits  tax.  It  might  yield  quite  as  much  as  the  present  excess  profits 
tax.  We  must  remember  in  this  connection  that  while  the  aggregate 
corporate  income  for  1919-1920  will  probably  fall  considerably  below 
the  high  war  levels  of  1916-1918,  the  invested  capital  of  the  corpora- 
tions— upon  which  the  exemption  or  deduction  depends — has  been 
steadily  and  rapidly  increasing.  Furthermore,  corporations  are  rapidly 
acquainting  themselves  with  methods  of  lawful  evasion,  particularly  the 
substitution  of  preferred  stock  for  bonded  or  other  indebtedness. 

It  is  time  to  abandon  the  excess  profits  tax,  not  only  because  it  is 
too  complex  and  discriminatory  in  its  application,  but  because  it  is  los- 
ing its  productivity. 

As  an  essential  part  of  the  practical  plan  which  I  am  proposing, 
Congress  should  authorize  the  Commissioner  of  Internal  Revenue,  or 
a  tax  board,  to  make  final  settlements  of  all  existing  tax  claims.     Noth- 
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ing  can  be  more  important  than  this  from  every  practical  standpoint. 
These  claims  fill  the  business  man  -with  apprehension  and  doubt.  A 
congressional  mandate  to  clear  them  up  would  in  my  opinion  be  a 
blessing  to  the  administrative  authorities.  They  represent  in  addition 
a  vast  source  of  revenue.  There  is  little  justification  for  the  adoption 
of  new  taxes,  or  the  continuation  of  obviously  imperfect  old  taxes, 
while  there  are  hundreds  of  millions  of  back  taxes  still  to  be  collected. 
In  conclusion,  it  is  desirable  to  add  that  the  conclusions  which  I 
have  expressed  are  purely  personal. 


THE  EXCESS  PROFITS  TAX— DISCUSSION 

David  Friday, — Nothing  which  I  have  read  for  some  time  has  given 
me  such  satisfaction  as  the  statement  in  Dr. -Haig's  paper  that  the 
British  do  not  intend  to  abandon  their  profits  tax.  A  tax  on  differen- 
tial profits  was  an  experiment  that  many  of  us  had  wished  to  see  tried, 
even  before  the  European  war.  It  seemed  an  utterly  vain  hope  until 
the  exigencies  of  war  finance  brought  the  thing  into  being  in  England 
and  later  in  this  country.  I  hope  that  it  will  be  continued,  and  believe 
that  if  the  facts  with  respect  to  profits  are  fairly  and  honestly  dis- 
closed to  the  public,  there  will  be  a  general  demand  for  its  continuance. 

We  had  long  suspected  that  the  workings  of  the  price  system  played 
queer  pranks  when  it  came  to  the  distribution  of  incomes  and  of  wealth. 
In  an  industrial  society  so  complex  as  ours,  subject  to  the  effects  of 
wind  and  weather,  of  wars  and  rumors  of  war,  and  of  the  business 
cycle,  the  results  of  the  price  system  upon  profits  were  suspected  to  be 
not  simple,  uniform,  and  predictable, — normal  if  you  please, — but  to 
result  in  variations  in  profits  and  incomes  that  were  largely  fortuitous. 
To  correct  this  accidental  by-product  of  the  workings  of  markets,  com- 
petitive and  otherwise,  many  of  us  favored  a  tax  on  differential  profits. 

That  our  suspicions  with  respect  to  the  lack  of  uniformity  in  the 
ratio  of  profits  to  capital  and  in  the  predictability  of  those  profits  were 
warranted,  at  least  for  the  period  of  the  war,  is  proven  by  the  statisti- 
cal by-product  of  the  tax.    A  glance  at  Table  I  will  make  this  clear. 

Table  I. — Percentage  of  Net  Income  to  Invested  Capital:  1917 

(^1244  Corporations) 


Per  cent 

Mining  and 
manufacturing 

Mercantile 

Railroads  and 
public  utilities 

Financial 

earned  on 
capital 

No. 

Net 

No. 

Net 

No, 

Net 

No, 

Net 

mcome 

income 

income 

income 

($  000) 

($  000) 

($  000) 

($  000) 

Under  10 

177 

56,787 

78 

18,567 

88 

350,418 

24 

7,237 

10  to  15 

110 

180,679 

49 

51,462 

12 

71,112 

14 

16,305 

15  to  20 

132 

317,973 

46 

52,286 

3 

21,019 

8 

717 

20  to  25 

92 

318,452 

30 

77,080 

3 

2,007 

3 

3,063 

25  to  30 

75 

172,366 

21 

6,854 

0 

0 

30  to  40 

85 

461,941 

22 

8,995 

0 

0 

40  to  50 

48 

1,079,590 

11 

6,792 

0 

0 



50  to  T5 

49 

151,036 

12 

27,129 

1 

2,493 

0 

75  to  100 

16 

35,758 

4 

189 

3 

18,282 

0 

Over  100 

19 

803 

54,352 

2,828,934 

11 

284 

10,180 
259,533 

2 

1,310 

1 
'45 

123 

Total 

112 

466,640 

27,444 

Income    tax 

28,233 

5,015 

14,306 

54 

Excess  profits  tax 

548,124 

31,751 

13,443 

1,054 

Total    

576,357 

36,766 

27,749 

1,108 

Per  cent  of  taxes 

( 

to  net  income 

20 

14 

6 

4 

20 


American  Economic  Association 


What  is  the  normal  rate  of  profits  for  the  803  mining  and  manufac- 
turing corporations  in  this  table?  The  mercantile  corporations  show 
more  uniformity.  They  seem  to  group  more  closely  around  20  per  cent, 
but  surely  any  such  spread  as  is  evidenced  by  the  figures  for  this  group 
is  not  consonant  with  the  theory  of  normality  even  for  the  corporations 
lying  between  10  and  25  per  cent,  to  say  nothing  of  the  group  earn- 
ings between  50  and  75  per  cent.  If  any  further  proof  is  needed  of 
the  wide  variation  in  the  per  cent  of  income  to  invested  capital  see  the 
testimony  of  Secretary  McAdoo  before  the  Ways  and  Means  Commit- 
tee, August  14,  1918,  page  2029,  and  of  Professor  T.  S.  Adams,  same 
day  and  place,  page  2039. 

But  Table  I  shows  the  earnings  for  a  year  in  which  war  profits  were 
enormous.  The  incomes  reported  by  all  corporations  of  the  United 
States  rose  from  $4,300,000,000  in  1913,  the  highest  prewar  year,  to 
$8,600,000,000  in  1916  and  to  $10,700,000,000  in  1917.  The  profits 
for  1917  may,  therefore,  fairly  be  said  to  have  been  abnormal.  But 
investigation  shows  that  while  the  range  of  profits  is  different  in  the 
prewar  years,  the  variation  is  almost  as  great.  Table  II  and  Table 
III,  as  well  as  Table  IV,  reveal  this. 

Table  II.— Prewar  Profits:  1911-1913 

{3402  Corporations) 


Per  cent 

Number 

Earnings 

earned  on 

of 

exceed 

capital 

corporations 

expenses 

7  to  8 

74 

$13,924,565 

8  to  9 

158 

20,019,366 

9  to  10 

266 

26,698,860 

10  to  11 

235 

39,182,492 

11  to  12 

267 

31,654,480 

12  to  13 

244 

13,550,727 

13  to  14 

188 

20,360,554 

14  to  15 

196 

13,127,724 

Over  15 

1,774 

169,646,931 

Total 

3,402 

$348,165,699 

Table  III. — Ratio  of  Earnings  to  InvestmentI 

(158  Industrial  Corporations.     Total  Investment,  $406,830,000) 


Per  cent 

Number  of 

Per  cent 

Number  of 

earned 

corporations 

earned 

corporations 

Less  than  6 

19 

15  to  20 

26 

6  to  8 

18 

20  to  25 

16 

8  to  10 

20 

25  to  30 

11 

10  to  12 

11 

30  to  40 

7 

12  to  15 

16 

Over  40 

10 

iData  from  J.  E.  Sterrett:     "Yield  on  Trade  and  Public  Service  Invest- 
ment," American  Economic  Review,  Mar.,  1916. 
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Table  IV. — Ratio  of  Earnings  to  Investment  of  237  Shoe  Manufacturing 

COMPANIESI 


Amount  of  investment 


Under   $100,000 

$100,000    to    $250,000 

$250,000  to  $1,000,000... 
$1,000,000  to  $3,000,000. 
Over  $3,000,000   

Total  


Number 

Per  cent  earned 

of 
companies 

1914 

1915 

1916 

1917 

85 

12.8 

14.6 

31.5 

26.5 

56 

16.7 

15.8 

25.2 

22.5 

74 

15.5 

15.2 

26.6 

25.0 

14 

15.0 

15.5 

26.3 

20.3 

8 

14.7 

14.6 

25.4 

26.3 

237 

15.1 

15.0 

26.1 

24.7 

iData  from  Report  of  Federal  Trade  Commission. 

Table  V. — Rates  of  Earnings  on  Investment  of  15  Companies 
Included  in  Table  IV. 


Company- 
number 

1914 

1915 

1916 

1917 

1 

—6.80 

—15.76 

.98 

29.03 

2 

20.92 

41.80 

38.36 

24.15 

3 

4.94 

9.16 

12.32 

6.83 

4 

16.89 

24.52 

43.13 

15.44 

5 

20.65 

10.67 

29.92 

9.06 

6 

24.61 

52.67 

72.07 

23.68 

7 

—4.70 

49.70 

—5.80 

—28.21 

8 

15.83 

14.03 

18.09 

18.82 

9 

.30 

—S.S5 

4.53 

4.95 

10 

7.82 

14.82 

37.45 

30.14 

11 

25.66 

24.22 

26.37 

24.22 

12 

10.88 

1.20 

14.36 

8.66 

13 

61.33 

—26.03 

88.62 

-^24.37 

14 

52.99 

.36 

95.08 

62.91 

15 

17.29 

—S.75 

157.88 

142.47 

The  same  thing  is  shown  in  another  way  by  an  examination  of  the 
published  earnings  of  industrial  corporations.  I  have  tabulated  the 
earnings  of  224  of  these  for  the  years  1911  to  1916.  The  average 
earnings  of  these  corporations  for  the  five  years  1911  to  1915  in- 
clusive were  $493^600^000.  The  lowest  earnings  of  any  single  year 
were  in  1914  and  amounted  to  $381,000,000;  the  highest  were  in  1915, 
being  $663,000,000.  Y/hen  the  three  highest  years  for  each  corpora- 
tion are  taken,  it  turns  out  that  their  average  earnings,  arrived  at  by  a 
combination  of  these  three  highest  years,  amounted  to  $745,400,000, 
while  the  average  earnings  for  the  two  lowest  years  were  only  $116,- 
100,000.  These  statistics  leave  little  doubt  that  the  range  of  fluctua- 
tion in  the  ratio  of  income  to  capital  is  greater  than  most  of  us  had 
expected.  Even  in  the  case  of  so  conservative  and  stable  a  business  as 
banking,  the  reports  of  the  Comptroller  of  the  Currency  disclose  a  sur- 
prising range  of  fluctuations.  In  an  industrial  system  like  ours  there 
are,  at  all  times,  excess  profits,  fortuitous  in  nature.  If  some  portion 
of  these  be  taken,  we  leave  profits  nearer  that  normal  which  is  as- 
sumed to  result  from  the  workings  of  the  competitive  market. 
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But  the  excess  profits  tax  or  some  other  form  of  tax  on  differential 
profits  should  be  continued  not  merely  because  it  is  just  and  furnishes 
a  much  needed  correction  of  the  workings  of  our  price  system.  It  is 
the  tax  that  least  impedes  enterprise  and  business  activity.  Indeed  I 
should  like  to  see  the  excess  profits  tax  substituted  for  all  other  taxes, 
except  the  tax  on  land.  Modern  business  is  fraught  with  a  high  de- 
gree of  uncertainty  and  risk.  The  state  should  apportion  the  burden 
of  taxation  so  as  to  minimize  this  risk  as  much  as  possible.  This  can 
best  be  done  by  requiring  people  to  pay  taxes  only  in  years  when  they 
have  unusually  high  profits  and  by  relieving  them  of  as  much  of  the 
burden  of  taxation  as  possible  in  other  years.  Even  in  the  prosperous 
year  1917,  there  were  84,000  corporations  whose  returns  to  the  Com- 
missioner of  Internal  Revenue  showed  no  net  income  and  in  most  cases 
showed  an  actual  deficit.  These  corporations  had  paid  state  and  local 
taxes  amounting  to  $115,000,000.  It  would  have  been  more  wise  and 
more  just  to  collect  this  amount  from  those  corporations  which  showed 
an  income  two  and  one  half  times  as  large  in  that  year  as  in  the  pre- 
war period. 

Finally,  as  an  economist,  I  should  like  to  see  the  excess  profits  tax 
continued  for  the  sake  of  its  statistical  by-product.  This  could  not 
of  itself  be  a  sufiicient  argument  for  its  continuation,  but  I  confess  that 
it  influences  my  attitude  toward  the  matter.  The  inadequacy  of  our 
data  concerning  profits  is  glaring.  The  excess  profits  tax  returns  of 
1917  have  taught  us  much,  and  we  shall  learn  much  more  from  the  1918 
returns.  If  the  tax  were  continued  for  a  decade  we  should  then  hav^e 
data  with  respect  to  profits  in  normal  times  as  well  as  in  war  times,  and 
could  proceed  to  formulate  a  relevant  and  adequate  theory  of  profits; 
a  theory,  that  is,  which  would  set  forth  the  principles  underlying  the 
causes  of  fluctuations  in  business  profits  for  all  industries  from  year 
to  year  and  from  industry  to  industry  in  the  same  year.  In  1918  indi- 
viduals and  corporations  reported  to  the  Bureau  of  Internal  Revenue 
net  income  of  $20,000,000,000,  after  eliminating  all  duplications.  Of 
this  amount  $14,500,000,000  consisted  of  business  profits.  It  is  farci- 
cal to  pretend  that  we  have  an  adequate  explanation  of  the  distribution 
of  wealth  and  income  when  we  know  so  little  about  the  underlying 
principles  which  determine  this  share. 

George  E.  Holmes. — If  the  excess  profits  tax  is  to  be  retained  as  a 
source  of  revenue,  perhaps  the  most  important  question  concerns  itself 
with  the  improvement  of  our  definition  of  invested  capital.  The  defi- 
nition contained  in  the  present  statute  (Revenue  Act  of  1918,  Sections 
825-328)  is  now  generally  recognized  as  very  defective.  It  lays  too 
great  emphasis  on  form;  it  allows  undue  advantage  to  be  taken  of  the 
accident  of  reorganization  or  recapitalization  prior  to  March  3,  1917; 
it  treats  intangible  property  (such  as  patents,  trade-marks,  and  good- 
will) in  too  arbitrary  a  fashion;  it  excludes  too  much  real  capital  and 
includes  too  much  apparent  capital.  The  suggestions  I  offer  are  five  in 
number,  but  the  same  principle  underlies  all  of  them,  which  is  that  the 


The  Excess  Profits  Tax — Discussion  23 

definition  of  invested  capital,  forming  the  basis  of  the  tax,  should  be 
uniform  without  regard  to  whether  or  not  the  aggregate  amount  of  in- 
vested cajDital  is  thereby  increased. 

1.  The  total  value,  as  at  March  1,  1913,  of  all  the  assets  used  in 
the  business  of  a  corporation  in  existence  on  that  date  should  be  in- 
cluded in  the  invested  capital  of  that  corporation. 

This  comprises  not  only  the  actual  value  of  the  tangible  property, 
but  also  the  value  of  the  intangible  property, — goodwill,  patents,  etc., 
— whether  or  not  the  asset  was  carried  on  the  books  of  the  corporation. 
In  this  way  only  can  the  variety  of  organizations  and  methods  of 
financing  be  placed  on  the  same  level.  By  this  means  the  old,  con- 
servative corporation  will  stand  on  a  parity  with  the  reorganized,  per- 
haps overcapitalized,  corporation;  the  corporation  which  has  not  capi- 
talized its  intangible  assets  will  not  suffer  in  comparison  with  the  one 
that  has.  One  great  discrimination,  if  not  the  greatest,  in  the  present 
law  will  be  avoided.  This  is  not  a  new  idea.  It  was  suggested  when 
the  present  statute  was  in  its  formative  stage,  and  was  discarded  at 
that  time  for  fear  that  the  resulting  capitalization  would  be  so  great 
as  seriously  to  reduce  the  excess  profits  intended  to  be  reached  by  the 
tax.  This  objection  has  more  apparent  than  real  merit.  The  amount 
of  revenue  should  be  controlled  by  the  rate  of  the  tax,  not  by  the  base. 
The  base  should  be  uniform  in  its  application.  It  then  becomes  imma- 
terial whether  the  base  results  in  a  great  or  small  aggregate  capitali- 
zation, in  comparatively  big  or  little  taxable  excess  profits.  The  rate 
will  take  care  of  the  tax;  the  base  Avill  take  care  of  equalizing  the 
burden  between  taxpayers. 

No  great  administrative  difficulty  need  be  feared  in  determining  the 
Value  of  assets  as  of  March  1,  1913.  This  is  done  in  many  cases  today 
for  the  purpose  of  computing  the  profit  on  the  sale  of  assets,  or  de- 
preciation, or  depletion.  The  principles  to  be  followed  in  ascertaining 
the  value  of  goodwill  are  well-established  and  uniform  rules  can  readily 
be  laid  down. 

2.  Borrowed  money  should  be  included  in  invested  capital. 

For  the  purpose  of  a  business  tax, — such  as  the  excess  profits  tax 
really  is, — the  real  capital  used  in  producing  the  taxable  income  should 
be  considered  in  applying  the  measure  of  the  tax.  Conversely,  the 
interest  paid  in  such  indebtedness  should  be  included  in  the  taxable 
income.  Such  interest  should  not  be  income  to  a  creditor  for  the  pur- 
pose of  the  same  tax,  nor  should  the  principal  sum  on  which  the  in- 
terest is  paid  be  regarded  as  invested  capital  of  such  creditor.  There 
is  no  reason,  however,  why  the  interest  should  not  be  taxable  income 
for  purposes  of  the  income  tax,  and  a  deductible  expense  of  the  debtor 
for  the  purpose  of  such  tax.  Objection  has  been  made  to  the  inclu- 
sion of  borrowed  money  on  the  ground  that  it  gives  rise  to  administra- 
tive difficulties,  but  it  is  extremely  doubtful  if  the  difficulty  of  deter- 
mining what  should  be  included  will  be  greater  than  determining  what 
should  be  excluded, — and  the  present  law  requires  the  exclusion  of 
borrowed  money.    At  the  present  time  corporations  have  in  large  part 
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ceased  to  finance  themselves  through  bond  issues  and  are  using  pre- 
ferred stock  to  accomplish  the  same  purposes.  So  far  as  the  debtor 
corporation  is  concerned^  the  distinction  between  bonds  and  preferred 
stock  is  not  very  great.  Both  produce  v?orking  capital.  The  prefer- 
ence, if  any,  as  to  one  or  the  other  of  the  two  forms  of  securities  is 
expressed  by  the  creditor  and  concerns  his  relation  to  other  creditors. 
A  prosperous  concern  has  no  difficulty  in  replacing  its  bonds  with  pre- 
ferred stock, — the  only  disadvantage  being  in  the  obligation,  gener- 
ally, to  pay  a  somewhat  higher  rate  for  the  use  of  the  capital,  and 
this  is  offset  by  advantages  inherent  in  preferred  stock  as  against 
bonds.  Preferred  stock  yielding  dividends  at  a  fixed  rate  and  re- 
deemable by  the  corporation  bears  a  close  analogy  to  borrowed  money. 
To  get  at  a  uniform  base  both  borrowed  money  and  preferred  stock 
should  be  excluded  from  invested  capital,  or  both  should  be  included. 
The  i^ractical  solution  seems  to  lie  in  including  borrowed  money  rather 
than  excluding  preferred  stock.  This  tends  again  to  increase  capitali- 
zation and  reduce  excess  profits — a  matter  to  be  adjusted  by  the  rates 
of  the  tax. 

3.  Only  that  capital  which  is  actually  employed  in  the  business  of 
the  taxpayer  should  be  considered  as  invested  capital. 

In  the  Revenue  Act  of  1917  an  attempt  was  made  to  limit  the  amount 
of  surplus  and  undivided  profits  which  should  be  included  in  invested 
capital  to  that  portion  which  was  actually  used  and  employed  in  the 
business.  But  conflicting  provisions  of  the  statute  demanded  a  con- 
struction which  allowed  the  inclusion  of  all  capital  and  surplus  except 
that  invested  in  inadmissible  assets.  In  an  excess  profits  tax  law,  in- 
tended to  tax  a  business,  the  capital  and  income  of  that  business  alone 
should  be  considered;  other  capital  and  other  income  should  be  ex- 
cluded. This  is  the  rule  in  Great  Britain, — and  no  insurmountable 
difficulties  seem  to  have  been  encountered  there  in  practice.  At  pres- 
ent, under  our  system,  a  corporation  with  large  accumulations  of  sur- 
plus obtains  an  undue  advantage.  It  may  invest  that  surplus  in  bonds 
yielding  a  small  but  safe  return,  add  the  capital  so  invested  to  its  capi- 
tal actually  invested  in  its  business,  and  the  low  return  of  income  from 
investments  to  the  high  return  from  its  business.  The  result  is  a 
smaller  tax.  The  inclusion  of  all  the  capital  and  surplus  of  a  corpora- 
tion in  invested  capital  produces  artificial,  unsubstantial  comparisons 
between  taxpayers.  The  inclusion  of  only  that  capital  and  surplus 
which  is  actually  used  to  create  the  business  income  would  tend  toward 
making  the  base  of  the  tax  uniform. 

4.  Intangible  property  should  be  taken  into  invested  capital  at  its 
actual  value  on  March  1,  1913,  or  at  the  date  of  acquisition. 

The  treatment  of  intangible  property  for  purposes  of  invested  capi- 
tal in  the  present  law  produces  ridiculous  results.  The  value  of  such 
property  is  made  to  depend  upon  the  form  of  the  transaction  and  the 
date  of  its  consummation.  All  other  things  being  equal,  the  difference 
of  a  day  or  two  in  the  time  at  which  stock  is  issued  for  intangible 
property  may  make  a  difference  of  many  thousands  of  dollars  in  in- 


The  Excess  Pro-fits  Tax — Discussion  25 

vested  capital.  If  a  million  dollars  of  stock  is  issued  on  December  31 
for  patents  of  equal  value,  the  invested  capital  for  the  following  year 
is  $250,000  greater  than  if  precisely  the  same  transaction  takes  place 
on  the  following  business  day.  This  is  an  utter  disregard  of  essentials 
and  an  arbitrary  discrimination  which  cannot  be  justified. 

Intangible  property  has  a  recognized  actual  value  as  well  as  tangible 
property.  It  is  recognized  by  the  courts  and  should  be  given  due 
recognition  in  a  taxing  statute  of  this  kind.  The  actual  value  at  the 
time  of  acquisition,  without  any  artificial  limitation,  should  be  consid- 
ered as  invested  capital  if  the  base  of  the  tax  is  to  be  uniform.  If  the 
first  suggestion  I  have  made  were  adopted,  namely,  that  the  value  of 
all  assets  on  March  1,  1913,  be  considered  as  invested  capital,  the  in- 
clusion of  the  actual  value  of  the  intangible  property  (as  that  term  is 
defined  in  the  statute)  acquired  after  that  date  would  naturally  and 
consistently  follow.  Of  course  mere  formal  sales  or  reorganizations 
should  not  in  any  event  be  allowed  to  result  in  the  increase  of  invested 
capital  with  respect  to  either  tangible  or  intangible  property;  but 
actual  bona  -fide  sales  establish  new  values,  and  under  our  system  of 
taxing  profits  the  realization  of  such  higher  values  produces  taxable  in- 
come to  the  vendor  of  the  property.  The  Commissioner  should  be  given 
the  greatest  latitude  in  determining  when  new  values  should  be  al- 
lowed; his  action  should  be  governed  by  general  statutory  rules,  not 
specific  rules, — and  in  this  there  would  be  no  delegation  of  judicial  or 
legislative  power,  for  invested  capital  is  essentially  a  question  of  fact, 
and  the  Commissioner's  authority  lawfully  extends  to  the  finding  of 
facts. 

5.  Earnings  arising  in  the  taxable  year  should  be  included  in  in- 
vested capital  to  the  extent,  and  from  the  time,  they  are  actually  and 
permanently  invested  in  the  business. 

This  again  is  necessary  in  order  to  establish  a  uniform  base. 
Whether  or  not  earnings  of  the  taxable  year  are  actually  and  perma- 
nently invested  in  the  business  is  a  matter  of  fact.  The  presumption 
in  most  cases  would  be  that  such  earnings  are  merely  held  for  dis- 
tribution at  the  end  of  the  year  or  at  a  later  period.  But  if  it  can  be 
shown  that  a  taxpayer  has  actually  invested  such  earnings  in  plant, 
buildings,  or  machinery,  due  allowance  should  be  made  for  the  fact 
that  this  is  an  addition  to  the  capital  which  produces  the  taxable  in- 
come. The  rule  in  Great  Britain  seems  to  be  that  the  profits  accumu- 
lating within  the  period  of  an  account  are  not  to  be  regarded,  during 
that  period,  as  accumulated  profits  employed  in  the  business,  except 
so  far  as  a  fixed  investment  in  capital  assets  (for  example,  the  pur- 
chase of  a  plant)  is  made  out  of  such  profits.  The  British  statute,  as 
recently  amended,  expressly  excludes  current  profits,  but  it  appears 
that  the  foregoing  rule  is  nevertheless  followed  in  practice. 

In  the  limited  time  available  it  is  impracticable  to  discuss  fully  the 
various  incidental  phases  of  invested  capital,  and  the  remarks  I  have 
made  are  intended  merely  to  indicate  some  general  principles  which 
should   be   followed  in   any  definition   of  invested   capital.      Another 
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thought,  referring  more  particularly  to  the  rates  of  the  tax,  has  also 
occurred  to  me.  If  a  tax  in  the  nature  of  an  excess  profits  tax  is  to  be 
adopted,  it  might  well  supplant  the  income  tax  on  corporations  as  well 
as  the  present  excess  profits  tax.  Such  a  tax  should,  for  the  sake  of 
simplicity,  be  the  only  tax  imposed  on  corporations.  Assuming  that 
the  present  income  tax  will  apply  to  individuals  and  partnerships 
without  material  change  in  principles  or  rates,  it  may  be  conceded  that 
the  excess  profits  tax  can  properly  be  limited  to  corporate  incomes. 
Such  tax  on  corporations  might  take  the  form  of  a  graduated  income 
tax  based  on  the  relation  of  income  to  invested  capital.  No  deduction 
from  the  net  income,  except  perhaps  $3000,  should  be  allowed  before 
applying  the  rates.  The  rates  might  be,  for  example,  10  per  cent  on 
the  amount  of  net  income  exceeding  $3000  not  excedrng  6  per  cent  of 
the  invested  capital;  and  20  per  cent  on  the  amount  of  net  income  ex- 
ceeding 6  per  cent  of  the  invested  capital.  The  rates  given  in  this 
example  are  merely  illustrative,  and  are  not  intended  to  express  any 
opinion  as  to  what  rates  may  be  necessary  in  order  to  produce  the  reve- 
nue required  or  proper  from  the  viewpoint  of  taxpayers.  The  di- 
vision of  income  at  an  amount  equal  to  6  per  cent  of  the  invested  capi- 
tal is  suggested  because  this  is  close  to  the  average  interest  rate  and 
makes  less  important  the  question  of  inclusion  or  exclusion  of  assets 
regarding  which  there  may  be  doubt  as  to  admissibility,  e.g.,  funds 
temporarily  on  deposit  in  a  bank.  It  would  be  highly  desirable  if  this 
point  marking  the  progression  of  rates  could  be  movable  with  respect 
to  trades  or  businesses  in  which  the  financial  hazard  is  greater  than 
normal  and  with  respect  to  which  the  return  on  capital  invested  should 
be  correspondingly  higher  than  normal.  This  appears  to  be  achieved 
successfully  in  Great  Britain  where  the  Board  of  Referees  fixes  the 
percentage  standard  for  various  trades  at  a  higher  rate  than  the  basic 
percentage  standard,  which  is  6  per  cent  for  corporations.  It  also 
seems  desirable  both  from  the  viewpoint  of  revenue  and  of  sound  eco- 
nomic principle  that  the  graduated  rates  be  limited  to  two:  a  com- 
paratively low  rate  for  corporations  with  fixed  or  low  incomes  where 
the  margin  between  income  and  outgo  is  narrow,  and  a  comparatively 
high  rate  for  others.  But  the  maximum  rate  should  not  be  so  high  as 
to  destroy  the  incentive  to  make  large  profits  or  to  encourage  extrava- 
gant disbursements  on  the  ground  that  the  government  in  effect  bears 
a  large  share  of  the  expense, — an  attitude  fostered  and  encouraged  by 
our  present  rates. 

Arthur  Anderson. — Professor  Haig  has  presented  in  a  remarkably 
summarized  manner  the  chief  points  which  arise  in  connection  with  the 
question  as  to  whether  or  not  the  excess  profits  tax  should  be  con- 
tinued as  a  part  of  the  permanent  tax  system.  From  the  point  of  view 
of  both  those  who  favor  the  continuation  of  the  tax  and  those  who 
favor  its  abolishment  the  thoughts  developed  in  the  paper  merit  care- 
ful consideration.  With  the  prospect  of  an  annual  national  budget, 
calling  for  many  years  to  come  for  the  expenditure  of  upAvards  of  four 
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times  the  outlay  prior  to  the  war,  we  are  face  to  face  with  a  heavy  tax 
levy  to  be  met  either  directly  or  indirectly.  Viewing  the  situation 
therefore  from  its  broadest  aspects,  the  question  resolves  itself  into, 
not  whether  or  no  we  shall  be  heavily  taxed,  but  rather  the  most 
equitable  manner   of  spreading  the  burden. 

Any  influence  which  the  excess  profits  tax  has  had  on  prices  is  prob- 
ably secondary  and,  in  a  measure,  inconsequential.  It  will  be  recalled 
that  the  upward  price  tendency  reflected  itself  in  the  middle  and  latter 
part  of  1916,  and  many  businesses  in  that  year  had  larger  net  profits 
than  in  1917  or  1918,  after  deducting  the  excess  profits  taxes  applica- 
ble to  those  years.  If  the  excess  profits  tax  has  influenced  prices  it  is 
due  to  the  extravagance  which  was  invited  by  the  government  in  1917 
and  1918,  indeed  if  not  in  1919,  through  the  high  rates  of  taxation 
which  prevailed  in  all  of  those  years.  Undoubtedly  large  amounts  were 
expended  for  repairs,  renewals,  advertising,  salaries,  and  other  items, 
Avhich  would  not  have  been  so  expended  if  a  large  proportion  could  not 
have  been  passed  on  to  the  government  in  the  form  of  reduced  taxes. 
This  is,  without  question,  one  of  the  principal  arguments  that  can  be 
properly  raised  against  the  continuation  of  an  excess  profits  tax.  It 
is  at  least  doubtful  whether  the  1919  rates  are  not  too  high  and 
whether  unless  a  reduction  is  made  this  evil  will  not  continue.  Just 
what  the  result  would  be  under  more  stable  and  competitive  business 
conditions  cannot  be  forecast,  although  it  is  the  general  view  of  those 
who  favor  the  continuation  of  the  excess  profits  tax  that  the  effect,  if 
any,  would  not  be  material. 

The  success  of  an  excess  profits  tax  in  this  country  will  depend  more 
largely  upon  proper  administration  of  the  tax  than  any  other  factor. 
Professor  Haig  has  called  our  attention  to  the  British  plan  of  a  Board 
of  Referees  and  the  pronounced  success  with  which  it  has  met.  Fur- 
thermore, we  are  reminded  of  the  aloofness  which  the  Advisory  Board ' 
had  from  the  Treasury  Department  in  the  administration  of  the  1917 
act.  It  is  of  course  easier  to  criticise  than  to  construct,  but  those  of 
us  who  have  had  to  do  with  the  preparation  of  cases  involving  the 
assessment  of  substantial  amounts  feel  strongly  that  the  present  cen- 
tralized control  by  the  Treasury  Department  at  Washington  will,  if 
continued,  tend  to  weaken  the  excess  profits  tax  system.  The  creation 
of  District  Boards  (probably  not  less  than  12  in  number)  not  unlike 
the  Federal  Reserve  Boards,  with  unusually  broad  powers  but  never- 
theless controlled  through  the  central  or  main  body  at  Washington, 
will  mend  what  now  appears  to  be  a  serious  weakness  in  the  present 
plan  of  administration.  Furthermore,  the  personnel  of  such  boards 
should  not  be  made  up  solely  of  men  with  the  government's  viewpoint 
any  more  than  of  men  with  purely  the  interests  of  the  taxpayers  in 
mind.  One  of  the  principal  reasons  why  the  Advisory  Board  met  with 
such  general  favor  was  the  fact  that  its  members  represented  the  dif- 
ferent interests,  and  it  was  more  or  less  detached  from  the  Treasury 
Department.  The  collection  of  excess  profits  taxes,  being  so  far- 
reaching,  must  be  made  along  such  lines  as  will  promote  the  greatest 
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possible  harmony  and  cooperation  between  the  government  and  the 
taxpayer. 

Another  important  factor  appears  to  be  the  efifect  that  the  excess 
profits  tax  has  had  on  the  development  of  industry.  The  present  high 
rates  of  taxes  (both  on  corporations  and  individuals)  have  prevented 
the  merger  of  interests.  (Right  at  this  juncture  it  may  not  be  amiss 
to  suggest  that  it  is  a  serious  question  whether  it  is  wise  to  continue 
the  present  high  rates  of  surtaxes  as  applied  to  individuals.)  Many 
prospective  combinations  of  capital  and  sales  of  businesses  have  not 
been  consummated  because  of  the  tax  liability  involved.  In  England 
appreciation,  or  increase  in  property  values,  is  not  subject  to  taxation. 
Apparently  appreciation  or  profit  on  the  sale  of  capital  assets  is  tax- 
able under  all  revenue  acts  passed  by  Congress  and  the  regulations 
issued  thereunder  by  the  Treasury  Department.  Many  distinguished 
members  of  the  bar  believe  that  profit  on  the  sale  of  capital  assets  is 
not  taxable,  either  under  the  1917  or  1918  revenue  act,  and  have 
advised  their  clients  to  pay  that  portion  of  the  tax  applicable  thereto 
under  protest,— if  not  entirely  to  omit  the  item  from  the  return, — so 
stating  on  the  face  of  it.  Pending  a  decision  upon  the  part  of  the 
United  States  Supreme  Court,  and  assuming  that  it  is  considered  wise 
and  that  it  can  be  legally  done,  it  appears  that  a  distribution  or  allo- 
cation of  such  profits  over  the  period  during  which  they  accrued  and 
a  reassessment  of  the  taxes  for  those  years  may  be  a  solution  of  the 
problem. 

A  word  should  be  added  to  the  remarks  of  Professor  Haig  covering 
a  possible  "graduated  scale  of  income  taxes,"  presumably  without  ref- 
erence to  invested  capital.  If  taxes  should  be  assessed  on  "ability  to 
pay,"  mere  size  of  income  is  not  the  only  point  to  be  considered.  The 
corjDoration  with  a  large  invested  capital  and  relatively  small  income 
would  be  discriminated  against  as  compared  with  a  corporation  hav- 
ing the  same  income  but  a  small  investment.  There  would  also  be  a 
more  direct  tendency  in  such  a  case  to  regard  the  tax  levied  as  part  of 
the  cost  of  the  product. 

It  is  highly  important  that  a  definite  tax  program,  which  will  be  ef- 
fective a  year  hence,  be  adopted  as  early  as  practicable.  It  is  exceed- 
ingly unwise  to  enact  retroactive  tax  laws.  American  taxpayers  should 
know  just  what  may  be  expected  of  them  over  a  period  of  years. 

Thomas  E.  Lyons. — Any  consideration  of  the  repeal  or  abandon- 
ment of  the  excess  profits  tax  must  face  the  fact  that  the  federal  gov- 
ernment will  require  an  aggregate  revenue  of  from  four  billion  to  six 
billion  dollars  annually  for  several  years  to  come.  The  annual  ex- 
penditure prior  to  the  war  was  about  $1,200,000,000.  It  is  probable 
that,  with  the  greatly  increased  cost  of  labor  and  supplies,  the  same 
service  would  now  cost  from  30  to  50  per  cent  more.  In  the  meantime 
governmental  activities  have  greatly  increased,  and  the  annual  expendi- 
ture for  ordinary  administration  camiot  now  fall  much  below  two  bil- 
lion dollars.     There  is  a  strong  prospect  of  a  material  increase  of  the 
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army  and  navy,  and  a  heavy  deficit  is  to  be  met  resulting  from  the 
government  operation  of  railroads  and  other  public  utilities  which  will 
probably  mean  a  billion  dollars  more.  The  yearly  interest  on  the  pub- 
lic debt  will  approach  another  billion,  so  that  the  annual  expenditure 
for  these  purposes  alone  will  approximate  four  billion  dollars.  If  any 
substantial  part  of  the  principal  is  retired,  an  additional  levy  of  from 
one  to  two  billion  dollars  will  be  necessary. 

The  aggregate  receipts  of  the  Internal  Revenue  Department  for  the 
year  1918,  under  the  war  revenue  act  of  1917,  were,  in  round  num- 
bers, $3,700,000,000,  and  the  aggregate  receipts  for  the  year  ending 
July  1,  1919,  under  the  revenue  act  of  1918,  were  $3,850,000,000. 
The  excess  profits  and  income  taxes  assessed  during  that  year  are 
payable  in  installments  and  the  Commissioner  of  Internal  Revenue  esti- 
mates that  receipts  from  these  deferred  payments  and  other  sources 
will  yield  two  billions  additional,  or  $5,850,000,000  in  all. 

It  should  be  borne  in  mind  that  these  large  revenues  were  derived 
from  the  inflated  incomes  of  1917  and  1918,  which,  according  to  the 
figures  presented  by  Professor  Friday,  have  already  begun  to  decline, 
and  will  probably  continue  to  do  so.  The  rates  of  both  the  income  and 
excess  jDrofits  taxes  applicable  to  1919  income  are  substantially  lower 
than  those  applicable  to  the  income  of  preceding  years,  and  a  conse- 
quent reduction  of  revenue  will  result.  It  will  be  observed  that  the 
revenue  laws  of  1917  and  1918,  although  based  on  war  time  income, 
were  strained  to  the  limit  to  yield  the  amounts  above  stated.  With 
reduced  rates  and  a  reduced  aggregate  income,  the  yield  for  coming 
years,  even  if  the  present  revenue  law  be  retained,  must  show  substan- 
tial reduction. 

The  income  and  excess  profits  taxes  of  1917  and  1918  produced  ap- 
proximately 60  per  cent  of  the  total  revenue  collected,  and  the  ex- 
cess profits  tax  alone  yielded  not  less  than  35  per  cent  of  the  total  in 
each  of  these  years.  If  that  is  repealed,  where  shall  we  turn  for  a  sub- 
stitute? The  bulk  of  the  loss  resulting  from  the  repeal  of  the  excess 
profits  tax  would  have  to  be  produced  by  the  income  tax,  and  this 
would  require  either  a  reduction  of  exemptions  or  an  increase  of  rates 
or  both.  Little  reliance  may  be  placed  on  the  reduction  of  exemptions, 
because  that  course  would  enormously  increase  the  opposition  to  the 
tax  and  produce  comparatively  little  revenue.  This  is  shown  by  the 
fact  that  of  the  3,400,000  persons  and  corporations  who  paid  income 
or  excess  profits  taxes  in  1918,  2,300,000  paid  an  average  tax  of  less 
than  ten  dollars  apiece.  The  total  revenue  from  this  great  number  of 
small  taxpayers  was  less  than  $23,000,000.  Prospect  of  any  material 
revenue  from  this  source  may,  therefore,  be  dismissed.  Neither  does 
it  seem  possible  to  increase  the  normal  surtax  rates,  already  high,  suf- 
ficiently to  make  good  the  loss  that  would  result  from  the  repeal  of 
the  excess  profits  tax. 

It  has  been  suggested  that  consumption  taxes  may  be  extended  and 
increased,  but  in  the  present  temper  of  the  people  this  course  would  en- 
counter strong  opposition  as  shifting  the  burden  from  so-called  big 
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business  and  profiteers  to  small  taxpayers.  The  widespread  impres- 
sion that  those  who  profited  most  by  the  war  have  contributed  little 
to  its  cost  may  be  erroneous,  and  in  many  cases  unjust,  but  the  im- 
pression is  abroad  and  Congress  will  not  fail  to  note  it.  They  certainly 
have  not  escaped  heavy  taxes,  but  the  figures  presented  by  Professor 
Friday  as  to  the  stupendous  incomes  realized  and  the  large  profits  re- 
maining after  payment  of  these  taxes  are  amply  sufficient  to  explain 
the  popular  suspicion.  These  considerations  will  not  be  ignored,  nor 
fail  to  have  influence  when  a  new  revenue  bill  is  being  framed.  The 
choice  is  not  between  a  revenue  system  such  as  this  Association  may 
recommend  and  the  present  law,  but  between  the  present  system  and 
that  which  Congress  will  substitute  in  its  place.  If  we  could  be  as- 
sured of  such  a  revenue  bill  as  Dr.  Adams  would  frame  and  this  As- 
sociation approve,  I  would  accept  it  without  reservation,  but  such  a 
bill  and  that  which  Congress  will  enact  are  two  very  different  things. 
In  this  state  of  uncertainty,  and  in  view  of  the  fiscal  needs  of  the 
government  for  several  years  to  come,  is  it  not  the  part  of  wisdom  to 
devote  our  energies  to  improving  the  present  law,  which  has  proved  so 
.great  a  revenue  producer,  instead  of  venturing  into  a  new  and  untried 
field?  Taxpayers  have  become  accustomed  to  the  law  as  it  stands,  and 
notwithstanding  the  vehement  propaganda  now  being  carried  on,  it 
has  not  proved  a  serious  hardship  or  embarrassment  to  business.  It 
does  not  impose  a  large  tax  upon  any  one  who  has  not  had  a  large  in- 
come. No  one  claims  that  the  present  system  is  perfect,  nor  doubts 
that  a  better  balanced  and  more  equitable  one  could  be  devised,  but, 
as  before  stated,  the  choice  lies  between  what  we  now  have  and  what 
we  are  likely  to  get.  In  that  situation,  I  have  no  hesitation  in  taking 
my  stand  in  favor  of  retaining  the  present  system,  for  the  time  being 
at  least,  and  improving  its  provisions  so  as  to  eliminate  the  most  pro- 
nounced inequalities,  as  against  an  attempt  to  secure  a  new  and  dif- 
ferent law,  the  character,  terms,  and  yield  of  which  are  problematic 
and  unknown. 

Roy  G.  Blakey. — I  agree  with  Professor  Adams  that  there  is  grave 
danger  of  discrediting  the  excess  profits  tax  and  also  the  income  tax 
unless  their  administration  can  be  radically  improved.  In  other  words, 
there  is  much  danger  that  we  shall  retrograde  rather  than  progress  in 
the  matter  of  taxation  unless  very  wise  changes  are  made.  If  this 
new  taxation  is  thoroughly  discredited  it  may  be  very  difficult  to  re- 
vive it  in  cases  of  great  need  or  emergency. 

In  proposing  remedies,  however,  we  are  confronted  with  a  dilemma. 
On  the  one  hand,  it  seems  almost  impossible  to  make  adequate  improve- 
ments in  the  administration  of  the  existing  taxes ;  on  the  other  hand, 
it  seems  improbable  that  other  taxes  which  will  raise  as  much  revenue 
will  be  administered  any  better  or  be  any  more  equitable.  Another 
possibility  is  to  reduce  taxation  very  radically  and  resort  to  further 
borrowing,  but  to  those  who  see  far  and  clearly  this  is  the  worst  kind 
of  taxation  that  could  be  proposed. 
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The  first  and  fundamental  fact  is  that  we  must  have  large  revenues 
from  some  source  and  somebody  must  pay  them,  however  painful  that 
may  be.  The  immensity  and  the  relative  newness  of  the  task  of  ad- 
ministering the  present  excess  profits  tax  result  in  a  breakdown  in  the 
face  of  peace-time  psychology  and  the  cumbersome  civil  service  ma- 
chine, fTo  turn  from  the  excess  profits  tax  to  an  equivalent  increase 
in  the  income  tax  gives  no  promise  of  better  results.  ■  To  substitute  a 
tariff  which  would  be  fiscally  adequate  is  impossible.  Though  such  an 
attempt  would  probably  gladden  the  hearts  of  many  standpat  protec- 
tionists, no  socially-minded  economist  could  stomach  it,  even  if  it 
could  be  made  fiscally  adequate. 

It  is  possible,  however,  to  make  some  improvements  in  the  law,  and 
it  should  be  possible  to  revive  the  Tax  Advisory  Board  and  to  make 
some  substantial  improvements  in  the  personnel,  quality,  and  size  of 
the  staff  that  administers  the  law.  To  hope  that  Congress  will  reform 
itself  so  that  it  can  reform  the  civil  service  and  make  it  efficient  is  to 
exhibit  an  excessive  amount  of  faith  in  congressmen  and  also  in  the 
people  who  choose  congressmen.  But  I  do  not  see  that  we  can  do  any 
better  than  to  make  the  best  of  this  discouraging  situation  and  con- 
tinue an  improved  excess  profits  tax  because  other  alternatives  appear 
worse. 

When  Professor  Adams  argues  that  the  excess  profits  tax  has  little 
or  no  effect  upon  prices  and  the  cost  of  living,  I  disagree  emphatically. 
That  manufacturers  and  dealers  raise  prices  because  they  pay  this  tax 
is  not  the  important  consideration,  as  Professor  Adams  seems  to  imply. 
As  he  says,  they  make  their  prices  as  high  as  seems  wise  and  profitable 
regardless  of  the  tax  and  such  a  tax  is  not  an  expense  of  business 
entering  into  competitive  costs.  What  is  more  important  in  this  con- 
nection is  that  the  large  corporate  and  individual  surpluses  and  in- 
comes thus  paid  to  the  government  in  taxes  are  not  available  for  in- 
vestment in  plant  extension,  and  thus  future  production  of  goods  is  re- 
duced and  prices  raised.  Furthermore,  people  of  relatively  small 
means  are  thus  relieved  of  taxation  and  those  whose  money  incomes 
have  increased  indulge  in  victrolas,  furs,  jewelry,  automobiles,  etc., 
as  they  have  never  done  before.  Their  buying  of  such  goods  has  not 
only  helped  to  increase  the  prices  of  luxuries  and  semi-luxuries,  but 
has  diverted  much  productive  capacity  from  the  making  of  necessaries. 
Consequently  all  of  us  pay  high  prices. 

Most  of  the  capital  saved  in  the  recent  past  has  been  by  corpora- 
tions and  people  with  large  incomes.  It  seems  almost  certain  that  our 
material  progress  will  be  much  retarded  in  the  future  unless  the  masses 
can  be  educated  to  increase  their  savings  and  thus  make  up  in  some 
part  for  what  the  government  takes  from  those  with  large  incomes  in 
the  form  of  heavy  taxes. 

In  considering  the  effect  upon  prices,  we  should  add  to  the  above  the 
waste  and  extravagance  caused  by  high  taxes.  Large  bonuses,  extrav- 
agant advertising  campaigns,  and  all  sorts  of  questionable  underta,k- 
ings  are  entered  upon  when  one  argues,  "Oh  well,  the  government  will 
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pay  half  or  two-thirds  of  the  cost  anyway;  maybe  I'll  get  something 
out  of  it  in  later  years  when  taxes  are  lower,  and  the  chance  is  worth 
the  third  or  half  of  the  cost  which  falls  on  me." 

Among  many  features  of  the  federal  excess  profits  and  income  taxes 
which  need  amending,  there  is  one  that  is  so  grossly  unjust  that  I  will 
take  time  to  mention  it.  For  example,  if  a  property  was  bought  for 
$100,000  in  1913  and  sold  for  $150,000  in  1918,  and  if  there  were  no 
income  or  expense  in  connection  with  it  in  the  meantime,  or  if  the  ex- 
penses equalled  the  income,  then  the  $50,000  advance  in  price  is  con- 
sidered taxable  income  for  the  year  1918.  There  is  a  double  inequity 
in  this.  First,  the  $50,000  should  not  all  be  allotted  to  the  year  1918 
and  the  high  tax  rates  of  that  year  applied  to  the  entire  amount.  Any 
increase  in  value  should  be  distributed  over  all  of  the  years  in  which  it 
occurred  and  not  all  be  taxed  in  the  year  of  sale.  In  the  second  place, 
while  there  was  an  apparent  value  increase  of  $50,000  in  this  case, 
there  was  no  real  income,  there  was  merely  an  increase  in  price,  there 
was  no  increase  in  value.  The  purchasing  power  of  the  $150,000  in 
terms  of  goods  was  less  in  1918  than  was  that  of  $100,000  in  1913. 
Under  existing  conditions,  it  is  probably  impracticable  to  make  all  of 
the  adjustments  that  would  be  necessary  if  the  administrators  of  the 
law  were  required  to  make  accurate  allowances  for  changes  in  prices, 
but  both  legislators  and  interpreting  administrators  should  take  suffi- 
cient cognizance  of  such  facts  to  make  the  law  and  its  administration 
as  equitable  as  possible.  Even  with  all  the  obstacles  that  exist,  much 
improvement  is  yet  possible. 


GERMANY'S  REPARATION  PAYMENTS 

By  F.  W.  Taussig 
Harvard  University 

The  treaty  of  peace  imposes  upon  Germany  charges  for  reparations 
which  cannot  fail  to  entail  far-reaching  changes  in  the  trade  between 
her  and  other  countries.  Through  a  period  of  thirty  years,  more  or 
less,  she  will  be  compelled  to  make  heavy  remittances  to  other  coun- 
tries. Without  entering  now  on  any  close  estimate  of  her  obligations, — 
more  will  be  said  presently  of  the  treaty  clauses  which  define  them, — 
it  may  be  premised  that  they  require  the  regular  payment  to  the  Al- 
lies of  sums  quite  beyond  anything  heretofore  known  in  international 
transactions  on  government  account.  The  German  Government  will 
have  to  effect  payments  which  can  not  be  less  than  $750,000,000  a 
year  and  may  reach,  even  exceed,  a  round  billion. 

The  present  paper  is  chiefly  concerned  with  these  huge  foreign  re- 
mittances and  their  consequences.  The  internal  rearrangements 
which  Germany  may  have  to  make  are  another  matter.  The  German 
Government  will  have  to  find  corresponding  fiscal  resources,  through 
taxes  and  the  like  compulsory  charges.  This  is  a  heavy  burden,  but 
not  necessarily  an  impossible  one.  At  all  events,  whatever  the  internal 
burden  and  the  ways  of  carrying  it,  the  problem  taken  up  in  the  fol- 
lowing pages  is  how  a  sum  of  this  kind,  secured  by  the  German  Gov- 
ernment from  its  own  citizens,  can  be  remitted  outside  Germany,  and 
what  will  be  the  consequences  of  the  operations. 

The  orthodox  or  Ricardian  theory  of  such  a  case  can  be  easily 
worked  out.  In  that  theory,  as  the  reader  need  hardly  be  reminded, 
it  is  assumed  that  specie  (gold)  is  in  use  both  in  Germany  and  in  the 
countries  with  which  she  trades.  The  order  of  events  would  be  fore- 
seen as  follows.  First,  a  rise  of  foreign  exchange  in  Germany,  due  to 
the  government's  demand  for  bills  wherewith  to  effect  remittances  to 
foreign  countries.  Pounds  sterling,  francs,  dollars  will  be  in  demand. 
The  specie  export  point  will  soon  be  reached  and  gold  will  flow  out 
of  Germany,  Next,  a  period  of  lower  prices  in  Germany  and  of  prices 
continuing  steadily  to  become  lower.  Conversely,  there  will  be  rising 
prices  in  foreign  countries.  Third,  exports  from  Germany  will  in- 
crease, being  stimulated  by  lower  prices ;  imports  into  Germany  will 
decline,  being  checked  by  that  same  situation.  The  gap  between 
merchandise  imports  and  exports  will  steadily  increase,  until  finally 
that  stage  is  reached  when  the  total  spread  between  the  two  will  be 
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equal  in  money  value  to  the  sum  total  which  the  German  Government 
needs  annually  to  remit.  Equilibrium  will  then  be  established.  Mer- 
chandise exports  from  Germany  will  exceed  merchandise  imports  by 
a  billion  a  year  (or  whatever  is  the  amount  of  the  reparation  remit- 
tances), and  bills  of  exchange  for  that  precise  amount  will  be  regularly 
at  the  disposal  of  the  German  Government.  Specie  wiU  no  longer 
flow;  international  trade  will  have  adjusted  itself  to  the  new  condi- 
tions. 

When  that  stage  has  been  reached  Germany  will  be  parting  annually 
with  goods  valued  at  a  billion  dollars  a  year.  These  will  go  to  the 
reparation  countries  and  will  constitute  for  them  the  real,  the  sub- 
stantial reparation.  They  will  not  necessarily  go  to  them  directly. 
It  is  quite  conceivable  that  Germany  will  send  exports  to  third  coun- 
tries, perhaps  South  America,  perhaps  the  Orient,  perhaps  Russia. 
From  these  goods  will  then  flow  to  the  reparation  countries,  substituted 
by  an  indirect  process  for  Germany's  own  exports.  Such  cross  trading 
and  cross  financing  in  international  trade  may  be  assumed  to  be  fa- 
miliar to  the  conversant  reader.  Whether  from  Germany  or  other 
countries,  France  and  the  others  will  receive  goods,  wares,  and  mer- 
chandise, and  Germany  will  send  out  an  equivalent  amount  of  her  own 
annual  product. 

What  is  less  familiar,  and  may  be  dwelt  on  for  a  moment,  is  that 
Germany  sustains  a  further  loss  than  that  measured  by  the  billion 
dollars.  Her  people  will  have,  throughout  the  period  over  which  the 
reparation  payments  are  spread,  money  incomes  which  are  lower. 
Conversely,  other  countries  and  especially  the  reparation  countries 
will  have  money  incomes  which  are  higher.  Germany  not  only  parts 
with  exported  goods,  but  parts  with  physical  quantities  of  those  goods 
greater  than  she  would  have  had  to  part  with  at  the  scale  of  prices 
and  incomes  that  prevailed  before  the  operation  set  in.  Germany  de- 
livers more  of  exported  goods  than  would  have  sufficed  to  make  up  a 
billion  dollars  during  the  preceding  period.  Moreover,  the  imports 
which  she  continues  to  buy  are  less  in  quantity  than  before,  not  only 
because  she  receives  less  money's  worth,  but  because  the  imports,  less 
than  before  in  terms  of  money,  are  even  more  diminished  in  terms  of 
physical  quantity.  This  loss  is  more  obscure,  less  likely  to  be  per- 
ceived or  consciously  felt,  than  the  overt  remittance,  but  is  none  the 
less  real.  It  is  the  inevitable  consequence  of  the  process  by  which  the 
direct  reparation  payments  have  to  be  effected, — a  process  in  the  course 
of  which  Germany  must  induce  other  peoples  to  take  more  and  more 
of  her  exported  goods,  and  must  herself  take  less  and  less  of  im- 
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ported  goods,  in  order  to  make  up  the  needful  sum  total  of  money 
remittances. 

Push  this  reasoning  a  stage  further.  Sooner  or  later,  say  in  a 
generation,  the  transaction  will  be  finally  wound  up.  The  reparation 
payments  will  cease.     What  then? 

Obviously  there  will  be  radical  readjustments;  indeed,  complete  re- 
versal. The  German  Government  will  cease  to  be  in  the  market  for 
bills  of  exchange.  German  exporting  industries  none  the  less  will 
still  be  producing;  and  they  will  continue  to  produce  for  export  and 
to  send  out  their  goods  so  long  as  foreign  markets  and  foreign  prices 
remain  what  they  had  come  to  be  during  the  preceding  period.  As 
the  exports  continue,  however,  and  now  exceed  not  only  the  imports 
but  the  sum  total  of  Germany's  debit  obligations,  specie  will  flow  back 
to  Germany.  Prices  and  money  incomes  will  rise  in  Germany.  The 
exporting  industries  will  go  through  a  period  of  poor  business  and  de- 
pression, and  exports  will  gradually  be  checked.  Imports  on  the 
other  hand  will  be  tempted.  A  continuance  of  these  operations,  of 
which  the  one  is  of  course  the  obverse  of  the  other,  will  lead  finally  to 
a  stage  of  equilibrium  identical  with  that  which  prevailed  at  the  very 
start.  With  the  increase  of  imports  and  decrease  of  exports,  a  normal 
merchandise  balance  will  again  be  reached.  Prices  will  have  risen  in 
Germany,  presumably  to  their  previous  level;  prices  in  foreign  coun- 
tries will  have  fallen,  presumably  to  their  previous  level. 

On  this  point — the  eventual  backflow — I  take  it  on  me  to  digress  for 
a  moment.  The  backflow  is  the  consequence  purely  and  simply  of  the 
cessation  of  the  reparation  remittances.  It  is  a  common  error  to  sup- 
pose that  shifts  in  international  trade  of  this  and  similar  character 
lead  to  a  backflow  under  any  circumstances, — to  a  reaction  during  their 
very  course.  It  is  supposed  that  during  the  course  of  any  remittances 
the  flow  of  specie  from  one  country  to  another  necessarily  counteracts 
itself,  leading  to  a  return  of  the  specie  which  had  begun  to  move. 
This  is  quite  erroneous.  If  there  be  a  continuing  and  unceasing  re- 
mittance, for  example  a  perpetual  tribute,  specie  will  flow  out  of  the 
tributary  country  and  into  the  receiving  country  until  the  readjust- 
ment of  imports  and  exports  supplies  a  merchandise  balance  equal  to 
the  tribute.  Then  the  flow  of  specie  will  definitively  cease.  No  back- 
flow  will  ensue.  There  will  be  permanently  higher  money  incomes  and 
prices  in  the  receiving  country,  permanently  lower  prices  in  the  pay- 
ing country.  So  it  is,  in  the  strict  theory  of  the  case,  whenever  re- 
mittances have  to  be  made  unceasingly  on  other  than  merchandise  ac- 
count.    The  occasion   for  the  remittances  may  be  tourist  expenses. 
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interest  dues,  ocean  freights^  or  what  not.  So  long  as  they  continue, 
they  lead  to  a  sustained  readjustment  of  international  prices  and  in- 
comes, initiated  by  a  flow  of  specie.  There  ensues  a  redistribution  of 
the  specie  supply  among  the  countries  concerned,  not  counteracted  by 
a  backflow  but  maintained  without  disturbance  so  long  as  the  remit- 
tances themselves  continue. 

The  characteristic  of  a  reparation  or  indemnity  charge,  however,  is 
that  by  its  terms  it  does  not  go  on  indefinitely.  It  comes  to  an  end 
once  for  all  at  a  predetermined  date.  Then,  and  then  only,  readjust- 
ment and  backflow  set  in.  In  other  transactions, — tourist  expenses, 
for  example, — the  need  for  remittance  goes  on  indefinitely;  in  still 
others,  such  as  lending  and  borrowing  transactions  with  their  accumu- 
lating interest  accounts,  there  may  be  shifts,  gradual  or  abrupt.  What- 
ever the  impelling  force,  so  long  as  it  continues,  there  will  ensue  an 
equilibrium  adapted  to  the  modified  conditions,  a  sustained  change  in 
the  international  distribution  of  specie,  and  corresponding  sustained 
changes  in  the  price  levels  of  the  several  countries. 

To  return  now  to  the  analysis  of  the  earlier  stage,  during  which  no 
backflow  can  be  deemed  possible.  Unfortunately  there  is  nothing  in 
economic  experience  which  is  of  service  for  verification  or  revision  of 
the  theoretical  conclusions.  The  indemnity  remittances  required  in 
the  past  from  countries  of  less  advanced  civilization,  such  as  Turkey 
and  China,  have  taken  place  under  so  many  complicating  conditions  as 
to  be  of  little  pertinence.  The  only  large  operation  of  the  kind  be- 
tween great  civilized  countries  is  the  Franco-German  indemnity  fol- 
lowing the  war  of  1871.  Yet  this  also  serves  little  for  the  present 
purpose.  In  the  first  place  one  lump  sum  was  paid,  the  famous  five 
billions  of  francs, — paid  in  a  very  short  stretch  of  time.  In  the  sec- 
ond place,  the  payment  was  effected  by  a  process  which  could  avail 
only  for  an  operation  to  be  wound  up  in  a  brief  period.  France 
achieved  the  task  in  the  main  by  utilizing  the  foreign  securities  then 
held  by  her  people,  constituting  potential  assets  distributed  widely 
over  the  world.  A  single  great  payment  can  be  effected  in  this  way, 
and  was  so  effected.  Something  of  the  same  sort  was  done  (spread 
over  a  period  a  little  longer)  when,  under  different  circumstances  and 
with  a  different  object.  Great  Britain  and  France  paid  the  United 
States  for  our  extraordinary  exports  of  1916-17.  No  such  process 
can  be  made  available  for  heavy  remittances  continued  at  a  regular 
rate  over  a  long  period,  such  as  Germany  has  to  provide  for. 

But  quite  apart  from  any  qualifications  or  corrections  which  past 
experience  might  suggest,  the  international  payments   called   for  by 
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the  reparation  requirements  are  so  huge  in  volume,  so  vastly  greater 
than  had  ever  been  imagined,  that  the  theory  of  the  case,  as  set  forth 
above,  must  be  revised  and  modified.  Two  things  stand  out  as  in- 
evitable. First,  the  ordinary  mechanism  of  international  trade, — specie 
outflow,  price  changes,  and  consequent  changes  in  exports  or  imports, — 
cannot  cope  with  transactions  so  huge.  Second,  whatever  the  mechan- 
ism that  may  serve  to  bring  about  the  eventual  outcome,  that  outcome 
can  be  nothing  else  than  a  great  and  constant  excess  of  merchandise 
exports  from  Germany,  These  two  aspects  of  the  problem  I  will  take 
up  in  order. 

I 

Even  if  the  case  were  of  the  simplest  sort, — if  both  Germany  and 
the  reparation  countries  were  on  a  specie  basis, — no  outflow  of  gold 
from  Germany  can  be  conceived  which  would  bring  about  a  fulfillment 
of  the  enormous  requirements.  If  the  German  Government  were  to 
undertake  remittance  by  purchasing  bills  of  exchange  in  the  market, 
then  allowing  specie  outflow  to  set  in  and  to  last  until  automatically 
brought  to  a  close,  Germany's  circulating  medium  would  be  completely 
drained  in  a  few  months,  at  most  in  a  year.  Exports  and  imports  of 
merchandise  could  not  possibly  accommodate  themselves  in  short  order 
to  such  overwhelming  changes.  One  might  indeed  indulge  in  the  in- 
tellectual exercise  of  imagining  the  problem  to  work  itself  out  to  the 
bitter  end.  It  could  be  doubtless  argued  that  eventually  there  must 
come  a  readjustment  in  accord  with  the  fundamentals  of  theory.  But 
such  drastic  adjustment  could  be  reached  only  after  a  period  of  mone- 
tary revolution  and  credit  collapse  which  would  affect  not  Germany 
alone,  but  the  entire  world.  It  would  be  idle  to  speculate  on  possi- 
bilities of  this  sort. 

The  reparation  clauses  and  the  remittances  called  for  by  them  may 
now  be  considered  somewhat  more  in  detail,  that  we  may  get  nearer 
to  the  probabilities  or  possibilities  of  the  case.  The  treaty  provisions 
on  this  subject  divide  themselves  into  three  parts.  In  the  first  place 
Germany  is  to  pay  five  billions  of  dollars  by  May  1,  1921.^  This  first 
block  payment,  however,  will  virtually  not  figure  in  the  remittance 
operations.  As  credits  toward  making  it  up,  Germany  is  to  be  allowed 
to  count  all  the  ships,  securities,  coal,  machinery,  cattle,  and  like  im- 
mediate assets  which  she  may  turn  over  to  the  Allies  until  the  date 
mentioned.    Whatever  remains  to  be  paid  after  these  credit  items  have 

1  For  simplicity,  I  reckon  the  gold  mark  as  equal  to  a  quarter  of  a  dollar, — 
20  billion  marks  equal  to  5  billion  dollars. 
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been  exhausted  is  to  be  charged  with  no  interest,  but  is  to  be  converted 
on  May  1,  1921,  into  interest-bearing  bonds  of  the  character  described 
under  the  second  head.  It  is  impossible  to  say  how  much  the  credits 
will  amount  to  and  how  much  will  remain  to  be  funded  into  the  inter- 
est bearing  bonds.  I  should  suppose  that  a  very  liberal  estimate  would 
be  to  allow  one  half  of  the  total  (two  and  one  half  billions)  on  account 
of  the  credit  items,  leaving  the  same  amount  to  be  funded  in  1921. 

Second,  Germany  is  to  issue  at  once  ten  billions  dollars  of  bonds, 
which  are  to  bear  interest  at  21/2  per  cent  between  1921  and  1926, 
and  after  1926  5  per  cent  with  an  additional  1  per  cent  for  amortiza- 
tion. To  this  sum  of  ten  billions  must  be  added  in  1921  the  unpaid 
obligations  under  the  first  head,  which,  as  has  just  been  noted,  can 
hardly  amount  to  less  than  two  and  one  half  billions.  The  minimum 
of  the  principal  of  the  bonds  will  then  be  twelve  and  one  half  billions. 
The  interest  charge  on  twelve  and  one  half  billions  at  21/^  per  cent 
would  be  $312,500,000  for  1921-26,  and  after  1926,  when  the  interest 
charges  will  be  at  the  full  6  per  cent,  $750,000,000  a  year.  If  the  un- 
paid obligation  under  the  first  head  is  more  than  two  and  a  half  bil- 
lions, as  is  probable  enough,  the  interest  charge  will  be  so  much  higher. 

Third,  there  is  an  indeterminate  obligation, — a  possible  ten  billions 
of  dollars  more, — ^to  be  issued  "when  and  not  until  the  Reparation 
Commission  is  satisfied  that  Germany  can  meet  the  interest  and  sink- 
ing fund  obligations."  How  much  more  will  be  added  on  this  score 
to  the  total  interest  charge, — that  is,  to  the  total  remittances  which 
Germany  must  make, — it  would  be  rash  to  estimate.  I  should  be  sur- 
prised if  the  Reparation  Commission  should  find  Germany  able  to 
meet  obligations  in  excess  of  a  billion  a  year;  even  that  sum  is  a  high 
maximum. 

A  considerable  period  of  transition  is  thus  provided  for,  during 
which  Germany  may  prepare  to  pay  and  the  Allies  themselves  may 
prepare  to  receive.  Considerable  changes  may  take  place  in  the  in- 
tervening period  and  not  a  few  difficulties  may  be  obviated  by  fore- 
sight and  preparation.  But  when  all  is  said,  a  new  factor  of  enor- 
mous importance  will  within  a  few  years  influence  the  international 
trade  of  all  civilized  countries.  Germany  will  have  to  remit  a  billion 
a  year,  more  or  less,  to  foreign  parts.     How  can  it  be  accomplished? 

All  this,  as  has  been  sufficiently  indicated,  would  introduce  compli- 
cations enough  if  the  countries  concerned  were  on  a  specie  basis.  In 
fact,  however,  most  of  the  Allies  are  not  now  on  a  specie  basis.  Ger- 
many herself  is  most  deeply  in  the  throes  of  a  paper  money  regime. 
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The  chance  of  her  escaping  from  it  at  an  early  date  is  slender  indeed. 
For  a  considerable  time,  she  will  have  paper  prices,  no  gold  points, 
no  specie  to  flow  out  of  her  circulating  medium,  foreign  exchange  reck- 
oned in  depreciated  paper.  Under  such  anomalous  conditions  how 
manage  such  anomalous  transactions? 

This  harks  back  to  an  old  problem.  What,  under  a  paper  regime, 
is  the  relation  between  the  rates  of  foreign  exchange,  the  specie  pre- 
mium, and  the  "real  depreciation"  of  the  paper  (the  general  level  of 
prices)  ?  Ricardo  and  his  followers  assumed  that  all  three, — foreign 
exchange,  specie  premium,  and  price  level, — moved  together  in  pre- 
cise accord.  They  not  only  so  assumed,  but  probably  believed  that 
their  assumption  was  in  accord  with  the  facts.  And  it  is  true  that 
two  of  the  phenomena  are  thus  in  harmony:  foreign  exchange  and  the 
specie  premium  do  run  together.  Experience  shows  abundantly,  how- 
ever, that  the  real  depreciation  of  the  paper,  the  general  level 
of  prices,  may  diverge  widely  from  the  other  two.  The  divergence 
is  specially  wide  and  specially  prolonged  for  domestic  commodities, — 
such  as  are  bought  and  sold  solely  within  a  country.  It  is  less 
so  for  the  international  goods,  which  are  the  objects  of  export 
and  import  trade ;  yet  it  is  considerable  and  lasts  long  for  the  inter- 
national goods  also.  Not  only  are  there  such  divergencies,  but  they  are 
connected  with  international  trade  and  with  the  rates  of  foreign  ex- 
change both  as  causes  and  as  effects.  There  are  reflex  and  interacting 
phenomena  of  the  most  perplexing  character. 

Assuming  now  that  Germany  remains  on  a  paper  money  basis,  what 
rates  of  foreign  exchange  are  to  be  expected?  It  is  obvious  that  there 
will  be  a  steady  and  insistent  demand  by  the  government,  month  by 
month  and  year  by  year,  for  bills  on  London,  Paris,  New  York, 
Amsterdam,  Madrid,  Copenhagen, — anything  that  will  serve  for  re- 
mittance. That  demand  will  tend  steadily  to  raise  in  Germany  the 
price  of  exchange  on  foreign  countries  and  to  depress  in  foreign  coun- 
tries exchange  on  Germany.  And  in  consequence  there  will  be  a 
tendency  for  the  price  of  foreign  exchange  in  Germany  to  be  kept 
higher  than  would  accord  with  the  course  of  commodity  prices.  For 
a  long  time  there  will  be  a  divergence  between  the  general  price  level 
and  the  rates  of  foreign  exchange.  The  divergence  means  that  ex- 
porters will  be  in  a  position  to  profit.  They  can  buy  cheap  (compara- 
tively cheap)  in  Germany,  sell  the  German  goods  abroad,  draw  on 
the  foreign  purchasers  and  sell  their  exchange  to  advantage  at  home. 
Quite  the  reverse  will  be  the  situation  of  importers.     They  will  not 
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be  able  to  sell  to  advantage  in  Germany  and  ■will  have  to  pay  high 
for  the  means  of  remittance  to  the  foreign  vendors.  The  whole  situ- 
ation obviously  will  tend  to  attract  labor  and  capital  to  the  German  ex- 
porting industries  and  to  repel  them  from  the  importing  industries. 
The  greater  the  divergence  between  foreign  exchange  and  the  com- 
modity price  level,  the  more  rapid  and  extensive  will  be  these  trans- 
positions of  German  industry. 

The  process  means  simply  tliat  a  given  amount  of  German  labor 
and  capital  is  turned  to  the  specific  object  of  reparation.  The  ex- 
porting industries  provide  goods  which  go  to  foreign  countries.  No 
imports  arrive  in  return.  Identically  the  same  thing  happens,  only 
through  a  different  mechanism,  as  that  which  is  provided  for  in  the 
treaty  clauses  which  require  Germany  to  send  to  France,  Belgium,  and 
Italr  so  many  tons  of  coal,  so  many  head  of  cattle,  so  much  railway 
material  and  agricultural  machinery. 

Observe,  however,  that  the  process  is  not  so  consciously  directed  to 
its  purpose.  It  is  true  that  some  deliberate  utilization  of  this  peculiar 
state  of  foreign  exchanges  may  be  made  by  the  German  Government. 
But  I  suspect  that  in  the  main  tliere  will  be  simply  the  prime  and  con- 
spicuous force  of  an  unceasing  demand  for  foreign  exchange. — no  in- 
tention tliat  thereby  pressure  will  be  directed  toward  pushing  ex- 
ported goods  out  of  tlie  country.  And  under  a  specie  regime  also, 
the  outflow  of  goods  which  ensues  is  the  xmdesigned  consequence  of  the 
remittances  to  foreign  countries,  taking  place  without  deliberate  in- 
tent on  the  part  of  the  government  or  of  the  trading  community. 

Under  a  paper  money  regime,  however,  the  mechanism  is  not  only 
different  in  chaiacter,  but  probably  of  greater  efficacy.  A  paper  money 
regime  and  the  great  and  rapid  shifts  in  foreign  exchange  which  it 
renders  possible  will  apparently  exercise  pressure  on  the  movement 
of  goods  more  rapidly  than  would  the  same  operations  under  a  gold 
regime.  It  promises  to  play  into  Germany's  hands  in  an  unexpected 
way.  The  shift  to  new  conditions  of  international  trade  and  to  new 
relations  between  exports  and  imports,  and  the  procurement  of  the 
great  quantity  of  foreign  exchange,  are  likely  to  be  most  difficult  dur- 
ing the  very  first  years.  Once  the  transition  is  over  and  tlie  new  state 
of  equilibrium  reached,  things  will  go  more  smoothly.  And  apparently 
that  smooth  and  comparatively  stable  situation  will  be  reached  more 
quickly,  more  automatically,  because  of  the  very  circumstance  which 
ordinarily  would  be  a  disturbing  and  dangerous  factor  in  international 
trade, — a  depreciated  paper  money  regime. 
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The  divergence  between  foreign  exchange  and  the  general  level  of 
prices,  considerable  and  striking  as  it  may  be  in  the  early  stages  of 
this  curious  transition,  will  tend  to  decrease  as  the  transition  is  com- 
pleted. The  drift  of  labor  and  capital  to  exporting  industries  and  the 
increasing  supply  of  exported  goods  will  tend  to  bring  out  larger  and 
larger  amounts  of  foreign  exchange  and  so  to  lessen  the  premium  on 
exchange  in  Germany.  The  decline  in  imports  will  work  in  the  same 
direction.  German  prices  and  German  incomes,  both  in  exporting  and 
in  importing  industries,  will  gradually  accommodate  themselves  to  the 
new  situation.  Foreign  exchange,  specie  premium,  and  the  general 
level  of  prices,  will  finally  tend  to  come  together.  The  kind  of  paral- 
lelism between  foreign  exchange  and  domestic  prices  which  was  as- 
sumed in  Ricardian  theory  will  emerge  in  the  end. 

II 

So  much  as  to  the  first  of  the  outstanding  features  of  the  case:  the 
mere  mechanism  of  payment.  Turn  now  to  the  second:  the  concrete 
form  in  which  the  payments  must  be  effected. 

There  is  but  one  possibility.  The  substance  of  the  payments  will 
be  in  goods  and  in  goods  only.  Germany  can  remit  only  by  sending 
out  merchandise,  and  the  limit  of  remittance  is  found  in  the  possible 
excess  of  merchandise  exports  over  merchandise  imports.  The  extent 
of  reparation  that  can  be  secured  is  limited  by  the  available  amount 
of  exportable  goods. 

In  many  estimates  and  speculations  concerning  the  maximum  which 
Germany  can  be  made  to  pay,  figures  have  been  put  together  showing 
her  total  wealth  and  total  resources.  All  such  calculations  are  quite 
beside  the  case.  Statistics  of  wealth,  property,  total  possessions,  have 
nothing  to  do  with  reparation  possibilities.  That  part  only  of  her 
property  and  wealth  can  be  looked  to  for  reparation  purposes  which 
can  be  delivered  to  the  Allies  and  used  by  them.  Her  fixed  wealth  in 
the  form  of  lands,  houses,  railroads,  factories,  is  quite  unavailable 
(subject  to  an  exception,  not  important,  presently  to  be  mentioned). 
Nothing  in  the  way  of  plant  can  be  moved  away  or  put  at  the  disposal 
of  foreigners.  The  one  and  only  way  in  which  payments  can  be  made 
to  foreigners  is  by  turning  over  to  them  things  which  they  can  take  and 
will  take.  These  things  include  on  the  one  hand  such  easily  movable 
assets  as  gold  and  securities;  but,  as  already  indicated,  everything  of 
this  kind  will  have  been  exhausted  before  the  sustained  flow  of  repa- 
ration payments  sets  in.  They  include  also  the  exportable  goods,  wares, 
and  merchandise;  and  here  are  the  specific  assets  which  alone  remain 
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for  utilization.  If  a  capital  sum  is  to  be  fixed, — a  total  representing 
the  present  value  of  a  series  of  payments  spread  over  many  years, — 
that  sum  is  simply  the  capitalized  value  of  the  maximum  excess  of 
Germany's  merchandise  exports  over  her  merchandise  imports.  Some- 
how a  huge  favorable  balance  of  trade  (never  has  the  phrase  had 
greater  irony)  must  be  rapidly  developed.  Exports  must  expand,  im- 
ports must  shrink.  By  this  process,  and  by  this  process  only,  can  the 
wherewithal  be  provided  for  sending  to  other  countries  what  is  due 
on  reparation  account. 

Before  proceeding  to  the  corollaries  that  flow  from  this  proposition, 
let  us  note  the  one  qualification  to  be  attached  to  it.  There  is  a  con- 
ceivable way  in  which  lands,  houses,  and  railroads  in  Germany  could 
be  used  for  reparation  purposes:  namely,  that  foreign  investors  should 
buy  this  irremovable  property,  and  arrange  to  pay  the  purchase  price 
to  the  reparation  countries.  In  view  of  the  extreme  difficulty  of  hand- 
ling investments  thus  left  in  Germany ;  in  view  of  the  drain  impending 
in  any  event  upon  the  available  savings  of  foreign  countries ;  in  view 
too  of  the  extreme  reluctance  of  the  German  Government  and  the  Ger- 
man people  thus  to  part  with  the  command  of  their  own  industrial 
outfit, — this  possibility  seems  to  me  almost  negligible.  Moreover,  it 
would  promptly  lead,  as  the  conversant  reader  needs  hardly  be  in- 
formed, to  a  need  of  further  remittances  out  of  Germany.  The  inter- 
est and  profits  on  these  investments  by  foreigners  in  Germany  would 
have  to  be  sent,  and  for  these  again  the  only  resource  would  be 
merchandise  exports.  There  is  here  no  serious  qualification  of  the 
main  proposition.  To  repeat,  the  only  way  in  which  Germany  can 
meet  her  obligations  is  by  an  excess  of  merchandise  exports  equal  in 
value  to  the  interest  and  amortization  of  the  reparation  bonds ;  that  is, 
not  far  from  a  billion  dollars  a  year. 

Such  being  the  situation,  the  German  Government  must  consciously 
and  deliberately  grapple  with  the  task.  No  country,  Germany  least 
of  all,  would  rely  solely  on  automatic  trade  adjustments  for  the  pro- 
curement of  this  enormous  supply  of  foreign  exchange.  There  must 
be  search  for  ways  of  deliberately  stimulating  exports  and  deliberately 
checking  imports. 

Import  restrictions  are  an  obvious  device.  They  have  been  utilized 
in  Great  Britain  and  France  and  other  European  countries  during  the 
war  for  essentially  the  same  reason,  namely,  that  the  ordinary  mechan- 
ism of  foreign  trade  did  not  bring  about  that  diminution  in  the  purchase 
of  foreign  goods  which  was  deemed  necessary  in  the  public  interest. 
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Germany  may  be  expected  to  prohibit  some  imports  and  to  impose 
high  duties  upon  others.  Import  restrictions  doubtless  will  in  part 
be  sumptuary  in  character,  designed  to  lessen  the  consumption  of 
articles  of  luxury,  even  of  comfort.  It  is  quite  within  the  bounds  of 
possibility  that  they  will  also  have  a  slant  in  the  direction  of  protection. 
Such  combination  of  fiscal  and  protectionist  policies  is  familiar  enough. 

But  restriction  of  imports  will  not  alone  suffice.  Exports  must  be 
enlarged  as  well  as  imports  lessened.  The  circumstance  that  German 
imports  consist  in  large  part  of  raw  materials  or  indispensable  food 
supplies  puts  a  limit  on  the  effective  application  of  import  restrictions. 
But  devices  for  promoting  exports  may  be  expected  to  be  utilized  to  the 
limit.  And  their  utmost  utilization  can  not  be  consistently  objected 
to  by  the  reparation  countries.  Among  those  available  are  export 
bounties,  special  rates  of  transportation  for  exported  goods,  and  spe- 
cially reduced  prices  of  export  commodities.  Remission  of  taxes  or  re- 
duction of  taxes  on  exporting  industries  might  also  be  on  the  list. 
Under  ordinary  circumstances  practices  of  this  sort  are  to  be  con- 
demned in  the  interest  of  the  very  country  that  applies  them.^  Though 
they  may  promote  export  trade,  they  do  so  to  the  disadvantage  of  the 
exporting  country  itself.  Their  advocacy  and  defense  usually  rest 
upon  a  crass  mercantilism.  But  in  a  case  like  the  present  all  the  usual 
reasoning  ceases  to  apply  and  the  ordinary  objections  cease  to  have 
weight.  When  it  comes  to  the  tremendous  task  of  financing  these 
reparation  dues,  any  and  every  device  for  promoting  exports  would 
seem  to  be  in  order.  They  may  mean  a  loss  to  the  exporting  country; 
but  Germany  as  an  exporting  country  obviously  is  doomed  to  incur  a 
loss.  She  is  under  the  necessity  of  turning  to  any  and  every  method 
of  meeting  the  necessities  of  the  case. 

Consider  now,  however,  another  consequence.  Suppose  Germany 
does  promote  exports  in  every  possible  way.  What  sound  and  fury 
there  will  be  from  the  protectionists  and  mercantilists  of  other  coun- 
tries !  Here  is  Germany  the  vanquished,  the  necessitous,  the  country 
compelled  to  disgorge, — entering  on  the  very  career  of  a  "war  after 
the  war"  which  these  same  protectionists  and  mercantilists  had  most 
feared  and  reprobated.  She  prohibits  imports  or  imposes  high  duties. 
So  far  from  constituting  a  docile  market  to  which  the  conquerors  can 
ship  goods  without  let  or  hindrance,  she  arrogantly  refuses  admission 
to  their  wares.     And  as  regards  exports,  here  is  penetration  with  a 

2 1  have  considered  the  working  of  such  practices,  under  normal  circura- 
stances,  in  my  volume  Free  Trade,  the  Tariff  and  Reciprocity,  chapter  V. 
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vengeance.  A  sinister  Germany  emerges,  bent  upon  trade  conquest. 
The  very  steps  for  forcing  export  trade  which  have  been  so  often  pla- 
carded before  an  abhorrent  world  as  deeds  of  the  arch  criminal  are  now 
resorted  to  more  deliberately  and  upon  a  greater  scale  than  ever  before. 

Not  only  will  there  be  horror  and  wrath  among  the  true  blue  pro- 
tectionists in  countries  hostile  to  Germany,  but  the  gentry  of  this  same 
type  in  the  Fatherland  will  rejoice.  They  will  find  in  the  achievement 
of  a  Weltmarkt  some  compensations  for  their  humiliation.  Ger- 
many's exports  will  be  permeating  the  world  and  bringing  countries 
near  and  distant  "within  the  sphere  of  her  influence."  Notwithstand- 
ing the  plain  fact  that  these  exports,  being  so  much  tribute,  yield  noth- 
ing at  all  to  the  country,  the  mercantilist  attitude  will  infallibly  per- 
sist. It  colors  so  indelibly  the  thinking  of  the  ordinary  man  and  the 
everyday  financial  writer  that  it  may  persist  even  in  the  face  of  this 
reductio  ad  ahsurdum.  Germany  is  selling,  selling,  selling;  and  is  not 
this  the  way  in  which  nations  always  get  rich?  True,  the  sales  serve 
merely  to  enable  the  country  to  meet  the  obligations  of  defeat.  None 
the  less,  they  will  be  deemed  by  those  astute  folk  evidences  of  com- 
mercial victory. 

Further,  it  is  obvious  that  there  is  much  in  the  deliberate  plans  and 
expectations  of  the  Allies  which  runs  entirely  counter  to  this  sort  of 
commercial  change.  Their  own  trade  programs  are  flatly  inconsistent 
with  the  program  which  through  the  reparation  requirements  they  im- 
pose on  Germany.  They  have  been  solicitous  to  promote  their  own 
export  trade  and  to  supplant  Germany  in  every  foreign  market.  The 
English  have  ousted  the  Germans  in  every  cranny  throughout  the 
Orient,  South  America,  Africa,  the  Levant.  French  and  Italians  are 
no  less  bent  on  the  same  end.  Germany's  colonies  are  gone.  What- 
ever open  door  principle  may  be  accepted  for  colonies  under  the  man- 
datory system,  it  is  tolerably  certain  that  every  mandatory  power  will 
find  ways  of  making  the  market  most  open  for  its  own  goods.  Ger- 
many's ships  are  gone  too,  at  least  for  many  years  to  come.  True, 
there  is  exaggeration  in  the  current  talk  about  the  necessity  of  a  mer- 
chant marine  of  a  country's  own  for  the  purpose  of  enabling  it  to  carry 
on  an  export  trade.  Export  trade  can  be  developed  without  ships,  as 
is  amply  proved  by  the  pre-war  experience  of  the  United  States; 
even  foreign  ships,  when  they  bring  imports  into  Germany,  must  plan 
to  secure  freights  out  of  Germany  also.  But  some  interrelation  doubt- 
less there  is;  your  own  ships  may  be  made  to  aid  as  instruments  for 
promoting  your  own  trade ;  and  the  absence  of  a  merchant  marine  will 
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constitute  a  handicap  upon  the  development  of  Germany's  export  trade. 
And  yet, — it  is  so  obvious  as  to  seem  wearisome,  althougli  persistently 
overlooked  in  most  public  talk,— it  is  only  by  exporting  that  Germany 
can  make  reparation.  The  Allied  countries,  so  far  as  they  smother 
Germany's  exports,  as  they  persistently  are  trying  to  do,  are  cutting 
off  the  nose  to  spite  the  face. 

Whither  now  will  Germany  export?  In  part  no  doubt  directly  to  the 
reparation  countries  and  to  the  other  Allies;  in  part  to  third  coun- 
tries, which  in  turn  will  send  commodities  to  reparation  countries. 

All  protectionists,  especially  in  the  Allied  countries,  most  of  all  in 
the  reparation  countries,  will  furiously  oppose  direct  exports  into  their 
own  domains.  Everything  points  to  a  maintenance,  even  to  a  strength- 
ening, of  the  protectionist  attitude  in  France  and  Italy.  Exports  from 
Germany  to  those  countries  will  long  be  resented.  England  has  al- 
ways been  a  better  customer  for  Germany  than  the  others,  and  may 
continue  to  be  a  good  customer.  No  one  can  foretell  what  will  be  the 
commercial  policy  of  England  after  the  first  burst  of  passion  has  run 
its  course.  And  who  can  say  whether  the  United  States  tariff  system 
YPill  be  relaxed.''  Moreover,  the  protectionist  feeling  has  been  so  in- 
tensified by  the  hatred  engendered  during  the  war  that  tariff  duties 
on  imports  from  Germany  are  likely  to  be  reinforced  by  boycotting. 
At  the  very  best  the  direct  exports  from  Germany  to  the  Allies  may 
hold  their  own ;  they  will  hardly  be  allowed  to  increase. 

Elsewhere  too  the  possibilities  are  dubious,  in  view  of  the  attitude  of 
the  Allies  as  described  in  the  preceding  paragraphs.  No  German  colo- 
nies remain.  This  market  was  at  no  time  a  large  one, — the  Germans 
themselves  exaggerated  its  importance, — but  such  as  it  was  and  is, 
what  between  chicanery  and  the  natural  influence  of  political  pre- 
ponderance, the  lion's  share  will  fall  to  their  rivals.  A  somewhat 
similar  situation  must  be  contemplated,  at  least  for  many  years  to 
come,  in  South  America  and  the  Orient.  All  the  Allies,  and  particu- 
larly the  British,  will  try  to  reap  the  fruits  of  the  policy  which  they 
followed  during  the  war, — ousting  German  firms  and  banks,  and  cut- 
ting out  all  German  connections,  with  the  express  object  of  securing 
the  trade  which  Germany  had  built  up. 

The  one  direction  in  which  a  considerable  expansion  of  German 
trade  may  be  looked  for  is  in  Eastern  Europe  and  especially  Russia. 
Here  the  possibilities  are  considerable.  Not  only  are  they  considerable, 
but  they  are  to  be  welcomed.  On  all  but  bald  chauvinistic  and  mercan- 
tilist grounds  the  development  of  Russia  by  Germany  is  to  the  advan- 
tage of  both  countries  and  to  that  of  all  the  world.    And  everything  in 
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the  political  and  social  situation  of  the  two  peoples  points  to  the  prob- 
ability of  their  eventual  economic  cooperation.  The  ulterior  political 
and  social  consequences  no  one  can  predict.  The  experiments  in  a 
reconstruction  of  society  of  which  they  are  likely  to  be  the  scene  dur- 
ing the  coming  generation  will  be  among  the  most  instructive  and  in- 
deed fascinating  that  have  ever  come  under  the  observation  of  the 
economist.  Whatever  their  course  and  outcome,  they  seem  likely  to  be 
accompanied  by  trade  developments  in  which  Germany  will  supply 
manufactured  goods  to  Russia  and  Russia  will  make  payments  in  large 
measure  through  the  export  of  food  and  raw  materials.  And  here,  to 
repeat,  is  a  source  from  which  Germany  may  procure  the  wherewithal 
for  her  reparation  payments. 

Such  are  the  various  possibilities  and  probabilities.  How  are  they 
to  be  assessed  by  the  cool  headed.^  What  is  there  of  real  good  and 
real  ill  to  Germany  and  the  Allies .'' 

The  processes  just  described  are,  to  repeat,  those  by  which  the 
reparation  countries  get  what  they  are  awarded.  Germany  receives 
nothing  for  the  exports  which  she  sends  to  the  various  markets.  Di- 
rectly or  indirectly  goods  reach  France  (that  country  may  be  taken 
as  the  outstanding  and  typical  reparation  country)  and  thereby  France 
secures  the  substance  of  reparation.  She  gets  it  in  the  only  concrete 
form  in  which  it  can  possibly  do  her  good, — in  things  to  eat,  wear, 
use,  and  enjoy. 

We  may  brush  aside  notions  that  all  this  is  a  cause  of  loss  to  France, 
not  of  gain.  Advocates  of  peace  have  been  disposed  to  urge  that 
militarist  exactions  cannot  under  any  circumstances  be  of  real  ad- 
vantage to  the  victors  themselves.  The  effects  of  the  Franco-German 
indemnity  of  1871  have  been  adduced  as  a  warning  example.  Doubt- 
less that  indemnity  was  not  an  unmixed  boon  to  the  Germans;  but 
none  the  less  it  was  a  clear  source  of  material  gain  to  them,  promoting 
in  no  small  measure  the  first  steps  in  Germany's  remarkable  industrial 
development.  France,  too,  will  gain  from  her  reparations;  she  will  at 
least  be  better  off  with  them  than  she  would  have  been  without  them. 
She  will  secure  tangible  economic  gain. 

And  yet  France  (to  use  that  country  still  as  typical)  must  face  the 
fact  that  the  gain  will  not  be  secured  without  some  disturbance  of  ex- 
isting conditions  and  without  some  possibilities  of  unwelcome  concom- 
itants. Goods  come  from  Germany  gratis.  They  may  be  dubbed 
reparations, — not  gifts,  but  mere  replacement  of  what  was  destroyed 
or  taken;  yet  for  the  moment  they  are  virtually  the  same  as  gifts.    The 
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goods  so  supplied  take  the  place  of  similar  goods  which  might  have 
been  secured  in  other  ways,  perhaps  are  being  secured  at  the  very  time 
in  other  ways.  At  least  the  possibility  of  changes  and  readjustments 
in  France  herself  must  be  faced. 

Two  kinds  of  cases  may  arise,  corresponding  to  the  two  forms  which 
Germany's  export  trade  may  assume.  There  may  be  direct  export  of 
goods  from  Germany  to  France,  as  of  coal,  iron,  woolens.  The  labor 
and  capital  which  formerly  produced  these  same  things  in  France  will 
be  free  to  turn  to  something  else,  perhaps  must  turn  to  something 
else.  Indeed  France  must  somehow  direct  a  part  of  her  productive 
forces  to  the  actual  work  of  reparation, — to  rebuilding  villages,  facto- 
ries, railways.  Needless  to  say  the  protectionists  will  endeavor  with 
all  their  might  to  prevent  the  diversion  to  this  task  of  forces  now  en- 
gaged in  familiar  industries.  Thus,  the  treaty  of  peace  prescribes  spe- 
cifically that  Germany  must  deliver  to  France  quantities  of  coal,  cattle, 
machinery,  materials,  furniture.  Yet  if  these  same  things  should  be 
sold  by  German  exporters  for  delivery  in  France,  there  will  infallibly 
be  resentment.  Obviously  either  method  means  that  labor  and 
capital  which  might  have  turned  to  these  same  things  in  France  become 
free  to  do  something  else. 

Second,  there  is  the  indirect  process.  Germany,  for  example,  ex- 
ports to  Russia  and  Russia  sends  flax,  wool,  timber  to  France.  If 
this  takes  place,  France  in  turn  cannot  export  to  Russia  as  much  as  she 
might  if  Germany  were  out  of  the  way.  The  expansion  of  her  exports 
meets  with  a  competition  which  will  be  arraigned  as  illegitimate,  if 
not  wicked, — the  competition  of  a  country  which  has  not  only  low  and 
declining  money  costs  (wages  and  prices)  but  which  is  deliberately 
developing  exports  in  every  possible  direction  by  every  possible  means. 
So  with  England.  Germany  will  "invade"  markets  coveted  by  Eng- 
land and  will  rouse  the  ire  of  the  British  traders. 

In  sum,  the  reparation  countries  cannot  get  the  substance  of  what 
they  have  insisted  on  without  disturbance  and  readjustment  in  their 
own  industrial  organization.  It  is  indeed  conceivable,  though  highly 
improbable,  that  all  the  imports  into  (say)  France  which  the  repara- 
tion payments  will  bring  about  shall  take  the  form  exclusively  of  food 
and  raw  materials  not  produced  within  her  limits  at  all,  or  so  pro- 
duced that  the  imports  will  always  supplement  the  domestic  supply, 
never  displace  any  part  of  it.  Even  so,  some  disturbance  of  existing 
conditions  seems  inevitable  throughout  the  countries  and  the  branches 
of  trade  coming  within  the  scope  of  these  extraordinary  operations. 
Imports  and   exports  will   shift  as  trade  balances   and  international 
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price  relations  come  to  be  readjusted,  and  the  several  countries  and 
the  several  industries  within  them  must  in  some  measure  submit  to 
corresponding  modifications. 

There  is  more.  Eventually  the  wind-up  of  the  whole  reparation 
business  will  come;  and  then  a  second  series  of  readjustments  must 
ensue,  in  the  opposite  direction.  A  return  must  take  place  to  inter- 
national and  domestic  trade  in  which  reparation  payments  no  longer 
play  a  part.  The  pains  of  transition  will  have  to  be  suffered  twice: 
first  while  the  economic  world  adjusts  itself  to  the  process  by  which 
reparation  is  accomplished,  and  again  when  the  cessation  of  this  pro- 
cess compels  a  return  to  the  old  and  more  normal  state  of  things.  The 
problems  are  similar  to  those  which  played  so  large  a  part  in  the  for- 
mer German  debate  between  the  advocates  of  Agrarpolitik  and  In- 
dustriepolitik.  In  that  controversy,  it  will  be  recalled,  the  advocates 
of  Agrarpolitik  maintained  that  unrestricted  manufacturing  develop- 
ment meant  a  great  diversion  of  labor  and  capital  to  manufacturing 
industries,  followed  after  a  generation  or  generations  by  an  inevitable 
reversion  to  the  old  conditions  and  a  return  to  a  self-sufficing  Agrar- 
staat.  Even  if  willing  to  admit  gains  from  the  initial  growth  of  manu- 
facturers, they  urged  that  the  gains  were  more  than  offset  by  the 
losses  from  the  double  transition.  The  balance  of  gain  and  loss  was 
not  easy  to  calculate,  and  very  likely  was  the  other  way;  yet  a  ques- 
tion of  offsets  did  arise.  So  in  the  present  case:  there  will  have  to  be 
a  double  set  of  adjustments,  one  at  the  beginning  of  the  process,  an- 
other at  its  end.  The  lost  motion  necessarily  arising  from  shift  and 
change  is  an  offset  to  the  tangible  material  advantages  secured  by  the 
reparation  countries  during  the  period  of  reparation  itself. 

To  all  this  may  be  added  a  word  of  warning, — which  in  the  utter- 
ances of  the  fervid  foreign  trade  promoters  would  become  a  prediction 
of  disaster, — on  the  future  export  trade  of  European  countries.  Some 
real  basis  there  may  be  for  the  forebodings  of  our  friends  the  mercan- 
tilists. It  must  be  admitted  that  the  countries  of  Western  Europe 
are  under  a  virtual  necessity  to  maintain  and  even  to  increase  exports, 
in  order  to  secure  the  wherewithal  to  pay  for  the  food  and  raw  ma- 
terials which  they  must  have.  Their  needs  for  these  things  vary  in 
degree;  France  perhaps  is  least  necessitous,  England  most  so;  but  all 
are  in  essentially  the  same  case,  and  all  must  count  on  maintaining  an 
export  trade.  In  such  trade,  it  must  further  be  admitted,  established 
position,  connection,  prestige,  habit,  custom  count  heavily.  Such  fac- 
tors tell  in  disposing  of  goods  under  any  conditions,  and  tell  perhaps 
most  of  all  in  selling  for  export.     Germany  will  have  been  compelled 
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during  the  reparation  period  to  develop  by  main  force  a  great  export 
business.  When  the  end  of  the  period  comes,  there  will  no  more  be  an 
automatic  cessation  of  her  exports  than  at  the  beginning  there  was  an 
automatic  start  of  those  exports.  She  will  be  in  possession  of  an  ex- 
port market  which,  however  distributed  geographically,  will  be  well 
established.  Having  developed  it,  she  will  be  in  better  position  to 
hold  it. 

A  word  of  caution  as  I  conclude.  I  have  spoken  about  the  future  in 
terms  not  sufficiently  guarded.  Much  of  what  has  preceded  is  matter 
of  speculation;  and  it  might  have  been  wiser  to  give  warning  at  every 
stage  how  cautious  one  must  be  in  venturing  on  prediction.  We  are 
still  some  way  from  1921,  and  a  long  way  from  1926;  and  not  until 
1926  are  the  reparation  provisions  planned  to  be  in  full  effect.  Many 
things  may  happen  before  that  time,  in  the  political  field  as  well  as  in 
the  economic.  The  reparation  program  as  it  stands  in  the  Treaty 
may  be  much  altered,  perhaps  quite  upset.  It  remains  to  be  seen  how 
far  the  conditions  assumed  in  the  present  analysis  of  the  case  will 
prove  to  obtain.  My  forecast  must  be  understood  to  be  of  a  hypotheti- 
cal nature.  Only  if  the  assumed  premises  hold  good,  is  it  to  be  ex- 
pected that  the  consequences  will  ensue  as  predicted. 

One  remark  may  be  made  about  the  chances  of  the  fulfillment  of 
the  reparation  program.  France  and  the  other  Allies  need  disposable 
means  at  once, — ready  funds.  They  must  market  the  German  bonds ; 
or  else  their  own  securities  based  on  the  bonds,  presumably  with  some 
sort  of  endorsement  or  guarantee.  But  market  them  they  must  in 
order  to  command  the  resources  they  need  at  this  very  moment.  Once 
they  have  put  the  securities  in  the  hands  of  investors,  they  have  given 
hostages  to  fortune.  Thereafter  they  must  permit,  nay  facilitate^  Ger- 
man arrangements  for  export.  A  distinguished  French  statesman — 
one  whose  name,  were  I  free  to  give  it,  would  carry  weight — remarked 
to  me,  in  the  course  of  a  conversation  in  which  the  inevitableness  of 
Germany's  expanding  exports  was  pointed  out:  "if  this  proves  to  be 
the  case,  if  Germany  cannot  pay  without  competing  with  us  and  dis- 
placing us  in  the  export  trade  of  Russia  and  Siberia, — we  will  simply 
cancel  the  reparations."  The  answer  is  that  when  once  the  Allies  have 
cashed  in  the  German  reparations  by  selling  the  securities  to  investors, 
no  cancellation  is  possible.  Either  they  must  refrain  from  the  initial 
commitment  or  else  they  must  allow  the  contract  to  be  carried  out  to 
the  bitter  end. 

And  so,  like  all  the  international  arrangements  that  the  war  has  led 
to,  this  one  faces  a  problematic  future.  Who  can  say  what  sort  of 
world  we  shall  find  ourselves  in  ten  years  hence? 
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John  H.  Williams. — It  is  a  great  privilege  to  be  permitted  in  this 
company  to  discuss  the  paper  of  my  former  teacher.  Professor  Taussig, 
to  whom  I  am  chiefly  indebted  for  the  inspiration  and  direction  of  my 
own  interest  in  international  trade.  Professor  Taussig's  forecast  of 
the  effects  upon  international  trade  of  the  German  reparation  pay- 
ments is  illuminating,  and  full  of  suggestions  for  the  inductive  studies 
that  will  need  to  be  made  of  this  greatest  of  all  experiments  in  inter- 
national finance.  I  need  scarcely  say  that  in  his  main  conclusions  I 
agree  entirely  with  Professor  Taussig,  and  that  such  comment  as  I 
shall  make  will  be  mostly  in  the  nature  of  elaboration  of  certain  points 
which  I  find  especially  interesting. 

Professor  Taussig's  paper  deals  in  the  main  with  three  related  topics, 
which  I  shall  treat  in  the  following  order:  first,  the  form  in  which  the 
reparation  payments  will  be  made;  second,  the  direction  which  they 
will  take;  and  third,  the  mechanism  Avhereby  they  will  work  out  their 
effects  upon  international  trade. 

I  agree  entirely  with  Professor  Taussig's  conclusion  that  the  pay- 
ments must  take  the  form  of  goods  and  result  in  an  excess  of  German 
exports  over  imports;  that  any  borrowing  of  capital  to  which  Germany 
might  resort  would  be  of  but  temporary  effect  and  only  serve  to  in- 
crease the  ultimate  payments  in  goods ;  and  that  at  the  conclusion  of 
the  reparation  payments,  and  not  until  then,  the  excess  of  exports,  so 
far  as  due  to  the  reparation  payments,  must  disappear. 

I  should  like  to  add  a  word,  however,  concerning  the  amount  of  the 
excess  of  exports  while  the  payments  are  being  made,  and  the  probable 
situation  after  the  payments  have  ceased.  Professor  Taussig  puts  the 
excess  of  exports  at  about  $750,000,000,  or  the  amount  of  the  annual 
indemnity.  And  regarding  the  situation  after  the  conclusion  of  the 
reparation  payments,  he  says  that,  in  accordance  with  the  Ricardian 
analysis,  the  consequent  back-flow  of  specie  and  the  resulting  changes 
in  price  levels  will  lead  finally  to  a  "stage  of  equilibrium  identical  with 
that  which  prevailed  at  the  very  start." 

Both  of  these  statements,  of  course,  represent  an  intentional  simpli- 
fication of  complex  phenomena,  for  the  sake  of  theoretical  exposition. 
It  scarcely  needs  to  be  said  that  the  amount  of  the  excess  of  exports 
will  depend  in  part  upon  the  extent  of  the  other  "invisible"  items  in 
the  German  post-war  balance  of  international  payments.  In  the  five 
years,  1909-13,  the  German  trade  balance  showed  an  excess  of  imports 
over  exports,  averaging  $352,201,000  a  year.  About  $200,000,000  of 
this  represented  the  earnings  of  interest  on  German  capital  invested 
abroad,  and  about  $50,000,000  represented  shipping  earnings,  the  re- 
mainder being  divided  among  such  other  credit  items  as  earnings 
of  German  banks  and  commercial  houses  abroad,  tourists'  expendi- 
tures in  Germany,  and  the  like.  It  is  true  that  the  year  has  removed 
the  chief  of  these  German  credits, — all  of  her  shipping,  and  certainly 
the  greater  part  of  her  foreign  investments,  so  that,  aside  from  the 
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reparation  payments,  the  exports  and  imports  of  Germany  in  the  post- 
war period  might  be  expected  to  come  more  nearly  to  an  equality  than 
before  the  war.  Yet  even  at  the  beginning  of  this  new  period  these 
other  items  will  not  be  wholly  absent,  and  as  time  goes  on  they  may  be 
expected  to  assume  greater  and  greater  importance.  Some  lending  and 
borrowing,  for  example,  there  will  surely  be.  Also,  the  shipping  item 
will  stand  at  the  beginning  of  the  period  as  a  debit ;  Germany  will  need 
to  export  more  than  she  imports  in  order  to  cover  the  expense  of  ocean 
carriage  in  foreign  vessels.  Later  on,  tliere  will  in  all  likelihood  be  a 
revival  of  the  German  merchant  marine.  When  we  consider  that  the 
prewar  German  merchant  fleet  of  over  5,000,000  gross  tons  was 
created  almost  entirely  in  the  quarter  of  a  century  following  1890,  it 
is  to  be  expected  that  in  the  next  quarter  of  a  century,  under  the  added 
economic  pressure  and  the  psychological  influence  of  a  rapidly  expand- 
ing export  trade,  the  re-creation  of  the  German  merchant  marine  will 
be  even  more  rapid,  and  that  the  shipping  item  will  again  pass  to  the 
credit  side  of  the  German  balance  of  payments.  To  the  extent  that 
this  change  occurs,  it  will  tend  to  cut  down  the  excess  of  exports  over 
imports. 

Concerning  neither  the  amount  of  the  excess  of  exports  at  any  given 
time,  therefore,  nor  its  varying  extent  throughout  the  period  of  the 
reparation  payments,  can  one  make  any  definite  statement  beyond  the 
indubitable  fact  that  payments  so  large  as  those  called  for  by  the 
reparation  program  are  sure  to  constitute  the  dominating  factor  in  the 
balance  of  payments. 

The  second  statement  quoted,  namely,  that  the  cessation  of  the  repa- 
ration payments  will  lead,  theoretically,  to  a  "stage  of  equilibrium 
identical  with  that  which  prevailed  at  the  very  start,"  arouses  in  me 
misgivings  which  I  have  entertained  for  a  couple  of  years  past.  I  am 
skeptical  of  the  reality  of  "stages  of  equilibrium"  in  international  trade 
at  all,  not  to  speak  of  the  possibility  of  a  return,  after  the  period  of  a 
generation,  to  an  identical  past  stage  of  equilibrium.  In  my  own 
studies  of  international  balances  I  have  not  come  upon  anything  which 
I  recognized  as  a  stage  of  equilibrium.  Always  there  is  unceasing 
change  in  the  volume  or  direction  of  the  numerous  items  making  up 
the  balance  of  payments.  What  one  finds  is  a  series  of  overlajDping 
changes,  working  sometimes  in  the  same  direction,  sometimes  at  cross- 
purposes,  but  never  settling  down  to  a  stage  of  equilibrium.  Some  of 
the  changes  stand  out  with  such  prominence,  so  dominate  the  balance 
of  payments  for  a  period  of  years,  as  to  render  possible  the  quantita- 
tive study  of  their  effects, — as,  for  example,  the  great  outburst  of  bor- 
rowings in  Argentina,  culminating  in  the  Baring  panic  of  1890,  or  the 
similar  outburst  preceding  the  panic  of  1873  in  our  own  country,  or 
that  which  in  a  few  years  of  war  has  altered  our  own  international 
position  from  debtor  to  creditor. 

Especially  is  the  notion  of  a  stage  of  equilibrium  inapplicable  to  a 
country  which,  like  Germany,  is  on  a  basis  of  depreciated  paper  money. 
An  inconvertible  paper  situation  is  by  its  very  nature  one  of  insta- 
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bility.  Every  change  in  the  balance  of  international  payments  effects 
a  change  in  the  value  of  the  paper  currency^  and  every  change  in  the 
value  of  the  currency  in  turn  sets  in  motion  forces  which  react  upon 
the  trade  balance;  and  this  process  is  unceasing  whenever  and  so  long 
as  paper  is  depreciated  below  par  with  gold,  and  is  not  freely  con- 
vertible into  gold  at  a  fixed  rate  of  exchange.  My  own  study  of  the 
Argentine  balance  of  payments  during  the  paper  money  regime,  which 
terminated  in  1899,  has  convinced  me  that  in  an  inconvertible  paper 
money  situation  a  state  of  equilibrium  is  an  impossibility. 

This  reasoning  from  artificially  simplified  stages  of  equilibrium 
through  periods  of  transition  to  new  stages  of  equilibrium  is  a  char- 
acteristic product  of  the  Ricardian  mode  of  thought, — with  its  insis- 
tence upon  abstraction  from  change  and  its  love  of  mathematical  pre- 
cision. As  a  methodological  device  for  theoretical  exposition  it  is  use- 
ful and  perhaps  necessary.  In  applying  it  to  so  complex  a  situation  as 
that  which  will  arise  when  Germany,  a  country  with  depreciated  paper 
currency,  undertakes  to  pay  some  $750,000,000  of  annual  indemnity, 
one  needs  to  be  keenly  aware  of  its  limitations,  above  all  of  its  ex- 
tremely artificial  simplicity  and  preciseness. 

Professor  Taussig's  second  proposition  relates  to  the  direction  which 
the  excess  of  exports  occasioned  by  the  reparation  payments  is  likely 
to  take;  and  his  conclusion  is  that  Russia  offers  the  only  considerable 
outlet  for  German  trade  expansion.  Russia  will  need  manufactures 
and  Germany  agricultural  products.  The  same  factors  which  made 
the  Germans  so  powerful  an  influence  in  Russia  before  the  war, — the 
fact  of  proximity  coupled  with  the  German  powers  of  organized  com- 
mercial penetration, — may  be  expected  to  exploit  this  basic  condition 
favoring  trade  to  its  utmost,  and  without  loss  of  time.  Very  likely,  as 
before  the  war,  the  dominant  merchant  class  in  western  Russia  will 
again  be  German.  In  a  recent  article.  Professor  Goldstein,  of  the 
University  of  Moscow,  shows  by  statistical  tables  to  what  an  increas- 
ing extent  Germany  has  dominated  Russian  import  trade  since  1896; 
and  warns  the  Allies  against  a  renewal  of  the  German  domination. 

The  situation  is  not  altogether  clear,  however.  As  is  usually  the 
case,  other  factors  are  likely  to  work  at  cross-purposes  with  the  ob- 
served tendency.  One  of  these  factors  is  the  probable  effect  of  Rus- 
sian borrowing  operations.  Russia,  as  a  "young  country,"  rich  in 
natural  resources  but  poor  in  capital,  will  be  for  a  long  period  a  bor- 
rower of  capital, — once  she  convinces  the  outside  world  of  her  finan- 
cial integrity.  If  it  is  true,  as  Professor  Taussig  predicts  (and  I  think 
rightly),  that  Germany  will  be  unable  to  resume  the  gold  standard 
for  an  extended  period,  it  is  not  to  be  expected  that  she  will  be  in  a 
position  to  lend.  Russia  will  turn  for  loans  to  other  countries.  The 
countries  best  prepared  to  lend  will  undoubtedly  be  the  United  States 
and  Great  Britain.  The  borrowings  will  take  the  form  of  goods, — 
construction  materials,  machinery,  manufactures  of  various  sorts ;  and 
past  experience  has  shown  that  these  goods,  the  direct  product  of 
loans,  are  most  likely  to  be  purchased  in  the  country  making  the  loans. 
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Prewar  German  and  Britisli  trade  show  very  distinctly  tliis  connec- 
tion between  foreign  investment  and  foreign  trade.  Particularly  has 
this  been  the  case  in  their  relations  with  Latin  American  countries,  in 
whose  foreign  trade  I  have  been  especially  interested.  In  part,  the 
imports  to  Russia  will  come  as  a  direct  result  of  the  borrowing,  with- 
out giving  rise  to  foreign  exchange  operations,  and  in  part  as  the  in- 
direct result,  througli  the  effects  of  the  borrowings  on  foreign  exchange 
rates,  gold  movements,  and  alterations  in  price  levels,  in  accordance 
with  the  Ricardian  analysis.  By  reason  of  Russian  borrowing,  there- 
fore, we  may  expect  to  find  England  and  our  own  country  competitors 
with  Germany  in  the  Russian  import  trade.  In  other  words,  we  have 
here  a  factor  whose  effect,  though  favoring  an  expansion  of  Russian 
imports,  would  be  to  limit  and  interfere  with  the  expansion  of  the  Ger- 
man export  trade  with  Russia. 

There  is  a  second  factor  which,  according  to  theory,  may  be  expected 
to  limit  the  expansion  of  German  exports  to  Russia,  though  in  a  di- 
rectly contrary  manner  from  that  just  mentioned.  Russia,  like  Ger- 
many, is  on  a  depreciated  paper  money  basis.  As  Professor  Taussig 
has  said,  a  depreciating  paper  currency  operates  as  a  powerful  stimu- 
lus to  exports  and  as  a  discouragement  to  imports.  Viewing  this 
factor  alone,  one  would  expect  an  expansion  of  Russian  exports,  and  a 
curtailment  of  imports,  a  "favorable"  balance  of  trade,  as  in  the  case 
of  Germany  herself: — a  set  of  circumstances  by  no  means  favorable 
to  an  expansion  of  German,  or  any  other,  exports  to  Russia. 

With  regard  to  the  other  possible  outlets  for  German  exports,  I  do 
not  share  Professor  Taussig's  opinion  concerning  the  probable  future 
of  the  German  export  trade  with  Latin  America.  It  is  true  that  the 
British  have  done  their  utmost  to  oust  German  firms,  and  to  break 
down  the  machinery  for  financing  German  trade;  and  it  is  true  that 
the  United  States  has  gone  farther  forward  in  Latin  American  trade 
in  the  last  five  years  than  in  any  generation  previous  thereto;  yet  my 
own  observations  in  Argentina  two  years  ago,  and  in  Guatemala  this 
past  summer,  lead  me  to  believe  that  the  reports  of  the  extent  to  which 
the  elimination  of  German  interests  has  been  carried  are  much  exag- 
gerated. In  the  countries  which  remained  neutral,  of  which  Argen- 
tina and  Chile  are  the  chief,  the  German  banks,  exporting  and  import- 
ing houses,  industrial  and  agricultural  enterprises  are  virtually  intact. 
Moreover,  even  in  the  countries  which  declared  war,  the  confiscation 
of  German  properties  did  not  go  so  far  as  is  generally  supposed,  only 
the  properties  of  Germans  resident  in  Germany  being  confiscated. 
I  heard  in  Argentina,  as  late  as  1918,  more  than  one  frank  avowal  of 
preference  for  German  goods.  During  the  war  the  large  German  ex- 
porting houses  in  Buenos  Aires  were  buying  stocks  of  raw  materials 
for  shipment  to  Germany  at  the  close  of  the  war.  Since  the  Armi- 
stice Germany  has  sent  to  Argentina  a  special  commissioner,  who  has 
successfully  negotiated  for  colonization  lands  for  German  immigrants; 
and  Argentina  has  advanced  credits  to  Germany  for  the  purchase  of 
Argentine   food   products   and   raw  materials.     American   commercial 
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representatives  returning  from  Latin  America  are  already  bringing  the 
story  of  German  activity  for  a  revival  of  her  Latin  American  trade. 
In  view  of  facts  of  this  sort,  my  belief  is  that  German  export  trade 
to  Latin  America  is  capable  of  fairly  rapid  revival  and  extension,  if 
German  export  prices  are  favorable  to  such  an  expansion. 

I  come  now  to  Professor  Taussig's  third  topic, — the  mechanism 
whereby  the  reparation  payments  will  work  out  their  effects  upon  in- 
ternational trade. 

As  Professor  Taussig  has  explained,  the  peculiarity  of  the  case  is 
that  Germany  is,  and  will  be  for  some  time,  on  a  basis  of  depreciated 
paper  money.  How  explain  alterations  in  exports  and  imports  result- 
ing from  the  reparation  payments^  when  the  usual  mechanism  of  gold 
points,  gold  movements,  and  their  resulting  effects  upon  the  price  levels 
of  the  trading  countries  are  absent.?  This  intricate  problem  obvi- 
ously could  not  be  discussed  at  any  length  in  a  brief  paper  of  which 
it  is  only  a  part;  so  that  Professor  Taussig  has  contented  himself  with 
a  brief  general  statement.  At  the  suggestion  of  Professor  Taussig,  I 
spent  about  a  year  in  Argentina  studying  its  balance  of  payments  un- 
der the  depreciated  paper  regime,  which  lasted  from  1885  to  1899; 
and  I  should  like  to  point  out  one  or  two  important  differences  be- 
tween the  paper  money  mechanism  as  I  found  it  there  to  have  been  at 
work,  and  Professor  Taussig's  present  exposition. 

Professor  Taussig  says  that  in  the  Ricardian  analysis  for  gold  coun- 
tries, foreign  exchange  rates,  the  gold  premium,  and  the  general  level 
of  prices  move  in  precise  accord ;  whereas  in  paper  money  countries 
foreign  exchange  rates  and  the  gold  premium  move  together,  but  di- 
verge widely  from  general  prices,  the  rfi'sulting  gap  offering  a  bounty 
to  exporters  and  imposing  an  added  burden  on  importers,  thus  bring- 
ing about  an  increase  of  exports  and  a  diminution  of  imports.  "The 
divergence  is  especially  wide  for  domestic  commodities,"  he  says.  "It 
is  less  so  for  international  goods ;  yet  it  is  considerable  and  lasts  long 
for  the  international  goods  also."  He  thus  makes  it  clear  that  the 
bounty  to  exports  consists  in  the  gap  between  the  premium  on  gold 
(that  is,  the  rate  of  foreign  exchange)  and  the  prices  of  these  inter- 
national goods. 

It  seems  to  me  that  both  of  these  statements  require  qualification: 
(1)  that  there  is  a  necessary  correspondence  between  the  rate  of  ex- 
change and  the  gold  premium;  (2)  that  there  is  a  gap  between  the 
gold  premium  and  general  prices  (or  more  narrowly,  between  the  gold 
premium  and  the  price  level  of  international  goods),  and  that  it  is  this 
gap  which  operates  as  a  bounty  to  exports^  and  a  discouragement  to 
imports. 

Regarding  the  first  statement,  there  is  no  inherent  reason  why  the 
gold  premium  and  the  rate  of  exchange  should  correspond.  The  fact 
of  their  correspondence  depends  entirely  upon  whether  the  exchange 
mechanism  is  a  paper  mechanism  or  a  gold  mechanism.  If  foreign  ex- 
change is  bought  with  depreciated  paper,  then  the  price  of  exchange, 
giving  title  to  foreign  gold  money,  is  itself  the  gold  premium, — that  is, 
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the  measure  of  the  value  of  the  domestic  paper  in  terms  of  the  inter- 
national standard  money,  gold.  It  is  entirely  possible,  however,  in  a 
paper  money  country  to  maintain  a  gold  standard  of  foreign  exchange, 
at  the  same  time  that  the  domestic  paper  currency  is  depreciated  below 
a  par  with  gold.  Such  a  gold  exchange  was  actually  maintained  in 
Argentina  throughout  the  entire  period  of  depreciated  paper  money. 
Persons  engaged  in  foreign  trade  maintained  a  gold  account,  as  well  as 
a  paper  account,  with  their  bankers,  and  bought  foreign  exchange  only 
with  gold,  which  they  purchased  in  the  open  market  with  paper.  Un- 
der such  a  system,  there  are  gold  points  and  international  gold  move- 
ments of  precisely  the  same  sort  as  in  any  gold  standard  country. 

The  point  I  wish  to  make,  therefore,  is  that  the  correspondence  be- 
tween foreign  exchange  rates  and  the  gold  premium,  and  the  gap  be- 
tween these  and  the  general  price  level,  are  not  the  essential  features  of 
the  explanation  of  trade  changes  in  paper  money  countries.  The  es- 
sential fact  is,  that,  whatever  the  mechanism  of  exchange  in  the  paper 
money  country,  gold  can  not  enter  into  the  monetary  circulation,  and 
can  not,  therefore,  bring  about  those  changes  in  price  levels  which 
form  the  crux  of  the  usual  explanation  of  trade  changes.  On  the  con- 
trary, just  the  opposite  price  changes  are  brought  about.  Whereas  in 
a  gold  country  an  increased  demand  for  exchange  raises  the  rate,  in- 
duces an  outflow  of  gold,  and  thus  lowers  the  price  level;  in  a  paper 
money  country  such  an  increase  of  demand  for  exchange,  by  requiring 
more  of  the  domestic  paper  to  be  given  for  the  title  to  foreign  gold, 
depreciates  the  paper  still  further^  and  thus  raises  the  price  level. 
This  would  be  the  first  effect  in  Germany  of  such  a  heavy  demand  for 
exchange  as  that  which  would  be  caused  by  the  payment  of  $750,000,- 
000  a  year  of  indemnity. 

How,  then,  with  this  precisely  opposite  effect  in  the  price  level,  ex- 
plain the  same  effect  on  the  foreign  trade  as  would  be  brought  about 
in  a  gold  standard  country, — namely,  an  increase  of  exports? 

Professor  Taussig's  explanation  is  that  the  increased  demand  for  ex- 
change would  cause  a  gap  between  the  rate  of  foreign  exchange  and 
the  general  level  of  prices,  so  that  exporters  could  buy  cheaply  in  Ger- 
many, sell  their  products  abroad,  and  dispose  of  the  resultant  bills  of 
exchange  to  marked  advantage.  My  own  investigation  supports  a 
somewhat  different  explanation.  It  finds  the  stimulus  to  exports,  not 
in  the  gap  between  foreign  exchange  rates  and  the  general  price  level, 
but  in  the  different  effects  of  a  depreciating  paper  money  on  different 
sets  of  prices,  all  of  which  form  a  part  of  the  general  price  level. 
Stated  more  definitely,  exports  are  stimulated  because  of  the  different 
effects  of  depreciating  paper  money  on  the  selling  prices  of  exports 
and  their  cost  of  production. 

Except  in  rare  instances,  where  a  nation  produces  so  great  a  part 
of  the  world  supply  of  a  product  as  to  dominate  the  world  market  (as 
in  the  case  of  our  own  cotton,  or  of  Brazilian  coffee),  one  nation  can 
not  ordinarily  determine  international  prices.  It  can  only  accept  the 
international  price,  and  determine  the  amount  of  product  it  will  export 
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at  that  given  price.  An  exporter  in  Germany,  thereforcj  in  buying 
goods  for  foreign  consumption,  would  base  his  price  on  the  inter- 
national gold  price  of  the  commodity,  the  cost  of  freight  to  the  foreign 
country,  and  the  premium  on  gold.  In  other  words,  given  the  foreign 
gold  price  minus  cost  of  transportation  to  the  foreign  market,  he  would 
convert  this  price  into  German  paper  marks  at  the  current  rate  of  ex- 
change. Given  free  competition,  his  export  price  thus  becomes  a  paper 
money  reflection  of  the  international  gold  price.  Abstracting  from 
fluctuations  in  the  foreign  gold  price,  it  is  thus  apparent  that  German 
export  prices  would  keep  pace  exactly  with  the  rise  in  the  premium 
on  gold,  and  in  fact  be  identical  with  it.  ]My  study  of  Argentine  ex- 
port prices  for  the  fifteen  years,  1884-99,  shows  this  correspondence 
with  the  fluctuations  of  the  gold  premium  to  a  striking  degree.  On  the 
other  hand,  it  shows  that  wages,  rents,  and  other  costs  of  production 
do  not  rise  so  rapidly  as  export  prices.  It  is  this  gap,  between  ex- 
port prices  and  exporters'  costs  of  production,  and  not,  as  has  been 
stated,  a  gap  between  the  rate  of  exchange  (that  is,  the  gold  premium) 
and  the  general  price  level, — or  between  the  rate  of  exchange  and  the 
price  of  international  goods, — which  gives  an  extra  profit,  or  "bounty," 
to  the  exporter,  and  thus  causes  exports  to  expand. 

DiTLEW  ]M.  Frederiksen. — I  would  like  to  add  a  couple  of  illu- 
strations, suggested  by  the  address  by  my  former  teacher.  Professor 
Taussig,  as  to  how  the  payment  of  the  German  indemnity  will  work 
out. 

One  is  suggested  by  the  experience  of  my  native  country,  Denmark, 
whose  foreign  trade  twenty  years  ago  was  almost  entirely  triangular. 
The  Danes  purchased  their  manufactures  from  Germany,  and  sold  their 
agricultural,  dairy,  and  packing-house  products  to  England.  Lately 
they  have  been  selling  more  to  Germany,  but  this  export  trade  will  evi- 
dently be  cut  off,  as  Germany,  owing  the  indemnity,  will  not  be  able 
herself  to  consume  these  agricultural  products,  but  will  continue  to 
export  manufactured  goods  to  Denmark,  and  Denmark  in  return  will 
send  food  products  to  England  and  other  allied  countries. 

The  cheap  German  manufactured  goods  will  stimulate  Danish  agri- 
culture, and  Danish  agricultural  products  will  compete  in  European 
markets  with,  for  instance,  those  from  the  United  States  and  Canada. 

The  same  will  be  true  of  Russia;  the  same  will  be  true  of  the  South 
American  republics.  It  would  seem  that  so  large  an  amount  as  six 
hundred  million  dollars  a  year  will  have  a  far-reaching  effect  upon 
the  price  of  agricultural  products,  and  will  work  to  stimulate  agri- 
culture in  all  our  competitors,  Denmark,  Russia,  the  Argentine,  etc. 

The  packers  probablj'^  will  not  suffer;  they  will  themselves  go  to  the 
Argentine  and  sell  Argentine  products  on  the  Atlantic  seaboard,  but  it 
would  seem  that  the  payment  of  the  German  indemnity  will  hit  the 
agriculture  of  the  entire  Northwest  and  Canada  in  a  most  unexpected 
way,  as  the  cheap  German  manufactured  products  will  stimulate  agri- 
culture in  all  these  countries,  and  enable  them  to  undersell  us  abroad 
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and  to  some  extent  possibly  even  at  home.  This  applies  of  course  both 
to  the  United  States  and  Canada. 

The  only  Avay  I  see  in  which  our  farmers  can  protect  themselves 
against  this  tidal  wave  of  foreign  competition  will  be  to  let  the  bars 
down  so  that  some  of  these  cheap  German  manufactured  goods  can 
enter  here,  and  this  seems  to  me  the  only  way  in  which  we  can  hope 
to  keep  our  markets  for  agricultural  exports  against  the  tidal  wave  of 
foreign  competition  that  will  be  mounting  against  us. 

I  think  it  a  most  interesting  suggestion  that  the  German  indemnity 
will  be  paid  largely  in  Russian  and  Argentine  agricultural  products, 
and  I  can  see  no  escape  from  the  conclusion  that  the  indemnit}'-  reach- 
ing so  large  an  amount  will  have  a  far-reaching  effect  on  our  entire 
foreign  commerce,  and  also  upon  agricultural  conditions  at  home. 


INTERNATIONAL  SUPERVISION  OVER  FOREIGN 
INVESTMENTS 

By  Henry  C.  Adams 
University  of  Michigan 

The  significant  fact  for  the  discussion  of  any  phase  of  international 
economic  relations,  even  a  minor  phase  like  the  one  now  under  con- 
sideration, is  that  the  jurisdiction  of  the  trading  world  of  today  is 
broader  than  the  jurisdiction  of  any  of  the  governments  whose  citi- 
zens appear  as  traders  on  the  world's  market.  The  attempt  to  analyze 
this  situation  and  to  disclose  the  imputations  which  it  holds,  has  given 
rise  to  two  schools  of  economic  thinking.  On  the  one  hand,  the  in- 
dustrial interests  of  individuals,  whether  engaged  in  domestic  or  for- 
eign trade,  are  conceived  to  be  the  same,  and,  consequently,  national 
boundaries  are  ignored  in  the  study  of  economic  relations.  All  phases 
of  foreign  trade,  foreign  credit,  and  foreign  investments  are  conceived 
to  be  satisfactorily  adjusted  by  the  doctrine  of  comparative  cost.  On 
the  other  hand,  it  is  contended  that  trade  relations  which  extend  be- 
yond the  boundaries  of  a  particular  state  constitute  an  economy  of  a 
different  sort  from  that  adjusted  to  the  requirements  of  intra-national 
trading.  The  instinct  of  profit  seeking,  acting  under  the  restraints  of 
the  institution  of  private  property,  is  not  accepted  as  a  competent 
agency  of  industrial  control,  the  result  being  that  government  is  en- 
couraged to  assume  definite  economic  responsibilities.  This  is  the 
school  that  takes  the  name  of  National  Economy.  Its  basic  doctrine  is 
that  the  state  as  an  organic  unity  must  entertain  industrial  ends  of 
its  own  distinct  from  those  of  its  citizens,  and  that  these  ends  are  su- 
preme even  in  the  economic  field. 

In  one  particular,  these  two  schools  of  economic  thinkers,  the  Na- 
tional scliool  and  the  Classical  school,  agree.  Neither  admits  the  ex- 
istence of  a  distinctive  world  economy.  For  National  economists,  when 
world  commercial  relations  "break  into  the  national  economic  sphere," 
the  situation  engendered  is  "but  a  detail  of  the  extended  policy  of  na- 
tional economy."-*-  There  is  here  no  conception  of  a  world  economic 
problem.  For  the  Classical  economist,  world  trade  is  in  no  sense  dif- 
ferent from  trade  between  citizens  of  the  same  state,  and  the  business 
of  government  is  limited  to  the  protection  of  contracts  and  the  enforce- 
ment of  obligations. 

A  second  generalization  respecting  foreign  trade  relations  is  equally 

1  Grunzel,  Economie  Protectionism. 
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significant.  The  doctrines  of  these  two  schools  of  economists  are  re- 
flected in  the  diplomacy  of  the  respective  countries  where  they  find  ac- 
ceptance. The  one  assumes  to  guide  and  to  foster  the  commercial  in- 
terests of  its  nationals  by  an  aggressive  industrial  program;  the  other, 
while  it  assumes  to  permit  its  nationals  to  trade  where  they  please, 
under  any  arrangements  they  can  make  and  on  their  own  responsibility, 
is  forced  into  an  aggressive  policy  in  order  to  protect  citizens  in  their 
rights,  according  to  the  home  definition  of  such  rights.  Thus  it  comes 
about  that  aggression  in  the  name  of  defense  is  characteristic  of  the 
governments  of  first-class  powers,  whether  the  policy  of  such  govern- 
ments be  adjusted  to  the  principles  of  national  or  of  classical  econo- 
mists. There  is  no  recognized  or  established  standard  of  conduct  for 
the  world  market;  on  the  contrary,  there  are  as  many  codes  of  busi- 
ness morals  and  legal  rules  as  there  are  different  nationals  trading  on 
that  market.  It  is  this  fact  that  makes  clear  the  point  of  view  from 
which  a  proposal  to  establish  international  supervision  over  foreign 
investments  should  be  approached.  It  raises  a  practical  problem  in 
world  economy. 

The  industrial  and  political  character  of  world  economy  may  be 
traced  to  an  added  fact  respecting  it.  Not  only  is  the  trading  world 
of  today  made  up  of  independent  political  units,  but  each  of  these  units 
stands  on  a  different  rung  of  the  ladder  of  economic  attainment.  Some 
have  already  exploited  their  national  resources,  at  least  up  to  the  pres- 
ent limit  of  applied  science;  others  have  resources  as  yet  only  parti- 
ally exploited.  Some  have  ample  funds  of  labor  skilled  in  industry 
or  drilled  for  organization;  others  have  ample  workers  so  far  as  num- 
bers are  concerned,  but  these  workers  are  untrained  for  the  organiza- 
tion of  effective  production.  The  factor  of  capital,  also,  which,  as  here 
used,  covers  intelligence,  machinery,  and  waiting  power,  exists  for 
some  peoples  in  abundance;  for  others  it  is  a  scarce  and  a  coveted  fac- 
tor. Even  ability  for  management  and  guidance  is  not  equally  dif- 
fused among  the  nations  that  appear  as  traders  on  the  world  market. 
The  earth  is  full  of  unoccupied  commercial  opportunities  for  those 
who  have  the  vision  to  see  and  the  power  to  take. 

Under  such  conditions,  it  quickly  becomes  the  dominant  commer- 
cial purpose  of  those  peoples  who  stand  in  the  fore  rank  of  economic 
attainment  to  exploit  the  industrial  opportunities  of  backward  peo- 
ples. Not  only  does  this  purpose  respond  to  the  commercial  instinct 
because  of  the  profit  to  be  gained,  but  it  appeals  to  the  imagination  of 
forceful  intellects  as  a  contribution  to  the  economic  building,  or  it  may 
be  re-building,  of  the  world.     Whether  or  not  the  world  needs  to  be 
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rebuilt,  I  do  not  undertake  to  say;  but  the  master  fact  of  the  present 
situation  is  that  peoples  who  possess  the  power  for  aggression  have 
decreed  that  the  world  must  be  reorganized  to  meet  the  requirements 
of  machine  production  and  of  big  business  control.  This  being  the 
case,  the  problem  for  a  world-economy  is  to  analyze  and  to  measure  the 
relative  equities  involved  in  this  transformation,  and  the  problem  for 
a  world-diplomacy  is  to  standardize  the  conditions  under  which  the  in- 
dustrial rebuilding  of  the  world  should  take  place.  It  is  because  these 
problems  have  not  been  solved  that  Western  peoples  for  centuries  have 
lived  in  a  constant  state  of  potential  warfare. 

It  would  be  an  error,  however,  to  hold  commerce  responsible  for 
the  dangers  inherent  in  this  situation.  There  is  nothing  sinister  in 
foreign  trade  nor  in  the  motive  which  leads  advanced  peoples  to  press 
their  guidance  and  their  capital  on  backward  states ;  nor  is  there  any 
reason  in  the  industrial  situation  considered  by  itself  why  sinister  re- 
sults should  follow  the  working  out  of  this  motive.  If  the  rivalry 
of  first-class  powers  for  the  control  of  foreign  markets,  whether  for 
the  sale  of  goods  or  the  investment  of  capital,  has  proven  itself  a 
menace  to  the  peace  of  the  world  (and  that  such  is  the  case,  no  one 
will  care  to  deny),  the  explanation  must  be  sought  in  the  arrested  de- 
velopment of  political  relations  rather  than  in  the  under-development 
of  industrial  conditions.  The  integration  of  political  control  has  not 
kept  pace  territorially  with  the  expansion  of  commercial  interests. 
An  opportunity  is  thus  afforded  for  the  assumption  of  national  sover- 
eignty and  the  exercise  of  national  authority  within  a  domain  occu- 
pied by  international  relations.  The  attitude  of  mind  or  of  national 
sentiment  thus  engendered,  if  entertained  by  two  or  more  first  class 
powers,  must  lead  to  confusion,  misunderstandings,  and  conflicts.  In 
this  fact  do  we  find  the  explanation  of  those  sinister  results  which, 
from  the  sixteenth  century  to  the  present  time,  have  accompanied  the 
industrial  and  commercial  development  of  the  world.  It  is  this  fact 
that  makes  some  form  of  limited  international  control  over  foreign  in- 
vestments and  foreign  loans  the  vital,  outstanding  problem  of  con- 
structive diplomacy.  The  proposal  to  establish  international  super- 
vision over  foreign  investments  is  an  important  although  a  minor  phase 
of  that  comprehensive  program  of  international  organization  which  has 
for  its  aim  the  maintenance  of  commercial  peace.  It  has  the  same 
historic  background,  and  carries  with  it  the  same  diplomatic  imputa- 
tions. Such,  at  least,  is  the  interest  I  find  in  a  discussion  of  foreign 
loans  and  foreign  investments. 

The  diplomatic  significance  of  international  investments  depends  on 
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the  conditions  that  surround  them  rather  than  on  their  amount.  The 
most  simple  of  the  conditions  under  which  international  borrowing  is 
carried  on  arises  when  the  two  nations  concerned  are  of  the  same  in- 
dustrial and  political  standing  and  rely  on  the  same  legal  principles 
and  practices  for  the  interpretation  of  obligations  and  the  enforcement 
of  contracts.  The  relative  standing  of  England  and  the  United  States 
may  be  cited  in  illustration.  These  countries  accept  the  same  theories 
respecting  the  origin  and  use  of  capital;  they  entertain  the  same  ideas 
respecting  business  organization  and  management ;  their  programs  for 
government  supervision  over  business  practices  are  very  much  alike; 
but  of  more  importance  is  the  fact  that  these  countries  follow  the  same 
rules  in  the  organization  and  control  of  their  courts.  If  to  these  facts  is 
added  the  further  fact  that  the  potential  military  and  naval  strength 
of  the  one  country  is  about  on  a  par  with  that  of  the  other,  a  situation 
obtains  in  which  investments  and  loans  as  between  these  two  countries 
is  a  matter  of  diplomatic  indifference.  The  creditor  relies  for  the  se- 
curity of  his  investments  not  on  the  diplomatic  pressure  of  his  home 
government,  but  on  the  orderly  working  of  the  courts  of  the  debtor 
country.  Under  such  conditions,  foreign  investments  and  foreign  loans^ 
like  foreign  trade,  raise  no  international  problems.  They  are  in  all 
essential  particulars  like  domestic  investments,  domestic  loans,  and  do- 
mestic trade.  Any  international  understanding  which  has  for  its  aim 
the  standardization  of  industrial  procedure  so  far  as  foreign  invest- 
ments and  loans  are  concerned,  may  drop  these  nations  from  the  list  of 
nations  to  be  considered. 

International  embarrassments  which  arise  on  account  of  foreign  in- 
vestments and  loans  are  traceable  primarily  to  the  political  and  in- 
dustrial conditions  of  backward  peoples.  When  the  debtor  nation  is 
industrially  undeveloped,  or  under-developed,  as  compared  with  the 
creditor  nation;  when  the  machinery  on  which  the  debtor  nation  relies 
for  the  enforcement  of  business  agreements  is  not  familiar  to  the  citi- 
zens of  the  creditor  nation;  when  the  mingling  of  democratic  forms 
with  autocratic  practices  makes  the  foreign  loan  a  risky  investment; 
but  especially  when  the  debtor  nation  is  politically  weak,  the  govern- 
ments of  creditor  nations  have  always  responded  to  appeals  from  their 
nationals  for  some  form  of  peculiar  protection.  This,  at  least,  has 
been  the  practice  of  capital-building  and  over-sea  trading  nations  since 
the  sixteenth  century,  and  it  is  largely  upon  this  fact  that  the  need 
of  commercial  diplomacy  for  the  standardization  of  commercial  prac- 
tices rests.  It  is  with  this  kind  of  international  investments  that  the 
constructive  diplomacy  of  the  future  must  concern  itself. 
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We  are,  perhaps,  not  aware  of  the  extent  to  which  the  principle  of 
exterritoriality  has  been  carried  by  the  powerful  nations  in  their  eco- 
nomic rebuilding  of  the  world.  Exterritorality,  in  its  technical  sense, 
means  the  substitution  of  the  court  procedure  of  a  creditor  country  for 
the  business  practices  of  the  debtor  country.  When  one  takes  a  broad 
view  of  the  subject,  however,  there  are  many  expedients  outside  the 
formal  practices  of  the  courts  to  which  the  investors  of  creditor  na- 
tions resort  in  order  to  insure  the  safety  of  their  investments.  Diplo- 
matic pressure  may  be  brought  to  bear  and  that  in  a  way  that  no  am- 
bassador or  consul  would  think  of  doing,  were  he  dealing  with  the  sub- 
jects of  a  first-class  power.  The  revenue  machinery  of  a  debtor  na- 
tion may  be  taken  over  by  agents  of  the  creditor  nation,  and  accredited 
representatives  of  the  investors  may  be  placed  in  charge  of  the  in- 
dustries created,  even  though  the  investors  have  no  title  in  the  prop- 
erty. Most  of  the  railways  of  China,  for  example,  are  the  property  of 
the  Republic  of  China,  but  they  are  operated  by  foreigners  and  their 
revenues  are  paid  to  foreign  banks. 

Arrangements  of  this  sort,  although  they  encroach  upon  the  inde- 
pendent, responsible  action  of  weak  debtor  states,  may  perhaps  be 
justified  when  regarded  as  a  step  in  the  political  and  industrial  trans- 
formation of  the  world.  That  point  is  not  raised.  The  situation  has 
been  described  in  order  to  make  clear  the  fact  that  an  application  of 
the  spirit  of  exterritoriality  is  more  comprehensive  than  the  technical 
definition  supplied  by  international  law.  It  comprises  all  those  ave- 
nues of  influence  by  which  the  authority  of  one  nation  permeates  and 
controls  the  business  and  political  life  of  anotlier  nation. 

Not  only  does  this  situation  endanger  the  interests  of  weak  peoples, 
but  it  is  the  occasion  of  constant  irritation  between  first-class  powers. 
Were  one  capital-lending  country  only  in  a  position  to  exercise  exterri- 
torial influence,  it  might  not  perhaps  be  abused.  There  would  at  least 
be  no  competitive  temptation  for  its  abuse;  but  when  the  governments 
of  England,  France,  Germany,  Japan,  and  the  United  States,  to  say 
nothing  of  others  that  might  be  mentioned,  encourage  their  respective 
nationals  to  make  investments  in  countries  like  China,  Persia,  or  some 
of  the  republics  of  South  America,  by  offers  of  peculiar  protection,  tlie 
belligerent  tendencies  of  such  a  policy  may  be  readily  understood. 
Each  lending  nation  becomes  jealous  of  the  investments  made  by  the 
others,  and  the  atmosphere  of  intrigue  and  suspicion  thus  engendered 
is  conducive  neither  to  the  normal  working  of  economic  laws  which 
ought  to  control  all  investments  or  loans,  nor  to  the  good  understand- 
ing which  makes  for  peace.    The  diplomatic  representatives  of  capital- 
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lending  nations  at  the  courts  of  weak  powers  are  in  a  constant  state  of 
potential  warfare.  It  is  to  this  situation  that  constructive  diplomacy 
should  direct  its  attention.  The  exercise  by  first-class  powers  of  ex- 
territorial influence,  if  in  the  present  undeveloped  condition  of  cer- 
tain states  it  must  exist,  should  be  exercised  on  the  basis  of  a  carefully 
expressed  international  understanding.^  This  is  what  is  meant  by  the 
proposal  of  some  form  of  international  supervision  over  foreign  invest- 
ments. 

The  practical  side  of  this  problem  may  be  presented  by  the  study 
of  some  definite  situation.  China  is  selected  for  that  purpose,  and,  to 
particularize  the  problem  yet  further,  the  analysis  which  follows  is 
confined  to  Chinese  railway  investments.  It  will  be  quite  safe  to  gen- 
eralize from  this  somewhat  narrow  study,  for  the  stipulation  of  loan 
agreements  for  investments  in  railways  in  a  country  like  China  re- 
flects perfectly  the  investor's  point  of  view.  They  illustrate  the  kinds 
of  contracts  foreign  investors  demand  as  a  means  of  making  them- 
selves secure  against  what  are  regarded  as  unusual  risks.  They  also 
illustrate  how  the  debtor  nation  stands  with  regard  to  a  property  of 
which  it  holds  the  title  but  which  has  been  built  out  of  funds  provided 
by  foreigners.  The  following  analysis  of  loan  concessions  will  be 
confined  to  three  points. 

In  the  first  place,  investments  in  Chinese  railways  are  commonly 
underwritten  by  banking  syndicates  and  are  made  on  the  basis  of 
concessions  granted  by  the  Chinese  government.  These  concessions 
commonly  confer  upon  the  syndicates  the  exclusive  right  of  construct- 
ing a  particular  railway  in  a  particular  locality.  They  recite  the  rights 
of  the  concessionaire  and  the  liabilities  incurred  by  the  debtor  gov- 
ernment, and  these  rights  and  liabilities  are  accepted  as  the  terms  of 
a  loan  agreement  when  the  syndicate  offers  Chinese  railway  securities 
for  sale.  These  syndicates  ought,  so  far  as  the  theory  of  investments 
is  concerned,  to  be  purely  an  industrial  organization.  In  fact,  how- 
ever, they  bear  a  political  as  well  as  an  industrial  character.  In  this 
lies  their  danger. 

In  the  second  place,  the  bankers  who  secure  funds  at  home  for  in- 
vestment abroad  frequently  retain  the  right  of  supervisory  control  over 
the  operation  of  the  industry  thus  established.  This  is  true  whether 
an  investment  is  on  the  basis  of  a  government  concession  or  of  a  private 
contract.     The  assumption  by  the  banks  of  the  right  to  supervise  in- 

2  By  the  courtesy  of  the  Director  of  the  Division  of  History  and  Economics 
of  the  Carnegie  Endowment  for  International  Peace,  the  two  foregoing  pages 
are  taken  from  a  manuscript  which  is  the  property  of  the  Endowment. 
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vestments  in  which  their  clients  are  interested,  is  more  or  less  fa- 
miliar. Under  some  conditions,  it  might  not  be  the  subject  of  criti- 
cism, but  as  carried  on  in  countries  whose  local  credit  is  not  adequate 
to  secure  the  capital  needed  for  local  development,  this  business  prac- 
tice assumes  a  sinister  political  aspect.  In  theory,  it  is  a  device  to 
minimize  risk;  in  many  cases,  however,  it  comes  to  be  the  means  for 
the  exercise  of  a  pernicious  exterritorial  influence. 

The  third  fact  respecting  these  concessions  is  equally  significant. 
Loan  agreements  of  the  class  under  consideration  quite  generally  pro- 
vide that  the  engineer  and  the  accountant  in  charge  of  an  industrial 
property  built  out  of  the  proceeds  of  foreign  monies  should  be  ap- 
pointed by  the  syndicate  or  bank  which  represents  those  who  loan  the 
money.  All  the  Chinese  government  railways^  for  example,  with  a 
single  exception,  although  owned  by  the  Chinese  government,  are  oper- 
ated and  financially  controlled  by  foreigners.  Foreign  employees  are 
on  the  pay  roll  of  Chinese  railways,  but  they  take  their  instructions 
from  foreign  banks.  Provisions  of  this  sort  may  perhaps  be  necessary 
as  props  to  the  credit  of  weak  debtor  nations ;  but  this  kind  of  borrow- 
ing, when  the  loan  is  international,  is  sure  to  give  rise  to  international 
complications. 

The  most  disturbing  of  the  minor  factors  involved  in  the  stipula- 
tion for  that  class  of  foreign  loans  now  under  consideration,  pertains 
to  a  provision  for  indirect  profits  as  a  motive  for  investment.  It  is 
commonly  recited  in  Chinese  railway  concessions  that  the  materials 
used  for  construction  and  for  maintenance  are  to  be  purchased  through 
the  banks  that  supply  the  funds.  It  is  to  this  fact  that  the  standardi- 
zation of  foreign  investments  through  some  form  of  international  super- 
vision is  addressed.  Without  such  supervision,  competition  for  invest- 
ment in  a  country  like  China  will  prove  to  be  the  occasion  not  only  of 
misunderstandings  and  criminal  emulation  on  the  part  of  investors, 
but  the  industrial  rebuilding  of  China  will  be  seriously  embarrassed. 

A  review  of  the  stejDS  taken  to  meet  this  situation  either  directly  or 
indirectly  may  throw  some  light  on  the  requirements  of  a  satisfactory 
adjustment.  One  of  the  first  moves  in  this  direction  was  the  declara- 
tion of  the  doctrine  of  the  open  door  for  the  Orient.  This,  however, 
had  reference  primarily  to  the  access  by  all  foreigners  to  the  markets 
of  China  on  equal  terms  and  not  to  investments  in  Chinese  industries. 
The  open-door  policy  is  based  on  sound  economic  doctrine,  but  it  per- 
tains to  the  sale  of  goods  and  not  to  the  investment  of  foreign  capital 
for  production,  or  to  services. 

A  second   recognition  of  the  difficulties   involved  in   the  making  of 
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foreign  loans  is  found  in  an  agreement  between  the  leading  bankers  of 
certain  countries  to  cooperate  in  the  matter  of  foreign  investments. 
The  United  States  was  once  a  party  to  such  an  international  under- 
standing, which  took  the  form  of  an  international  group  of  bankers, 
but  the  activities  of  this  group  were  never  carried  sufficiently  far  to 
determine  from  experience  of  what  it  was  capable.  Shortl}^  after  the 
first  inauguration  of  President  Wilson,  the  American  bankers,  mem- 
bers of  this  group,  obtained  certain  impressions  as  to  a  change  in  tlie 
policy  of  the  Administration  which  led  them  to  withdraw  from  the 
group.  So  little  is  known  of  this  transaction  that  it  would  be  idle  to 
comment  upon  it  in  any  authoritative  manner.  It  is,  however^  known 
that  one  of  the  objections  commonly  urged  against  the  international 
understanding  of  bankers  as  at  that  time  organized  was  that,  so  far  as 
the  United  States  was  concerned,  it  tended  to  create  a  monopoly  in  the 
hands  of  a  small  number  of  American  bankers.  But  whatever  the 
reason  for  withdrawal,  it  is  evident  from  subsequent  events  that  such 
a  plan  is  inadequate.  It  has  two  significant  limitations  when  regarded 
as  a  means  to  secure  a  satisfactory  international  control  over  foreign 
investments. 

In  the  first  place,  this  loan  group  was  an  international  organiza- 
tion of  banks,  and  not  an  international  understanding  of  governments. 
This  was  a  fatal  error.  In  the  second  place,  the  banks  carried  their 
cooperation  no  farther  than  to  loan  the  funds  placed  at  their  disposal. 
The  purpose  of  the  banks  seems  to  have  been  to  avoid  the  evils  arising 
from  competition  between  lenders;  they  made  no  provision  for  diffi- 
culties that  might  arise  after  the  money  had  been  loaned.  For  the  so- 
lution of  all  questions  that  might  arise  after  the  loans  were  made  they 
placed  exclusive  reliance  on  the  tortuous  machinery  of  diplomatic  cor- 
respondence. 

A  third  step  toward  the  solution  of  the  problem  under  considera- 
tion, so  far  at  least  as  the  railways  of  China  are  concerned,  is  found 
in  a  proposal  which  has  recently  received  considerable  attention  on  the 
part  of  the  Chinese  themselves.  This  proposal  is  to  the  effect  that 
all  creditor  countries  having  an  interest  in  Chinese  government  rail- 
ways should  agree  to  the  substitution  of  an  international  commission 
for  the  national  supervision  which  now  exists  under  the  terms  of  the 
several  concessions.  Such  a  plan  has  the  merit  of  recognizing  the  point 
at  issue.  If  realized  it  would  at  least  result  in  the  standardization 
of  all  programs  and  practices  that  have  to  do  with  the  construction 
and  operation  of  railways.  If  the  functions  of  such  a  commission 
could  be  extended  to  cover  the  borrowing  of  foreign  funds,  the  future 
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construction  of  railways  in  China  would  conform  to  some  well  de- 
vised plan.  The  present  haphazard,  planless  procedure  which  results 
from  the  competition  of  concession  hunters  could  no  longer  endure. 
It  is  my  understanding  that  all  but  one  of  the  nations  interested  in 
Chinese  railways,  as  well  as  many  of  the  leading  Chinese  officials,  are 
agreed  as  to  the  advisability  of  an  international  supervisory  commis- 
sion of  some  sort,  but  that  the  representatives  of  Japan  are  not  sym- 
pathetic with  such  a  suggestion. 

The  advisability  of  a  program  of  constructive  diplomacy  drawn 
along  these  general  lines,  cannot  be  questioned.  China  needs  capital 
and  guidance  for  the  transformation  of  her  industrial  life.  This  capi- 
tal and  guidance  she  cannot  secure  without  granting  the  investors  the 
protection  of  some  form  of  foreign  supervision.  The  kind  of  super- 
vision obtained  under  the  terms  of  the  concessions  has  not  proven 
satisfactory  either  to  the  Chinese  or  to  the  foreigners,  a  fact  due  in 
large  measure  to  the  necessity  of  relying  upon  diplomatic  procedure 
for  the  adjustment  of  difficulties  that  arise  after  capital  has  been 
invested.  Should  an  international  commission  composed  of  competent 
men  be  placed  in  charge  of  the  present  operation  and  future  construc- 
tion of  the  railways  in  China,  the  rivalries  and  corrupt  practices  of 
concession  hunters  would  largely  cease.  Investors  would  be  secure  in 
their  investments  and^  proper  provision  for  the  representation  of  China 
having  been  made,  the  citizens  of  the  Chinese  Republic  would  be 
greatly  benefited. 

Another  advantage  both  to  the  world  and  to  China  would  result 
from  such  an  organization  for  the  supervision  of  foreign  investments. 
A  commission  of  this  sort  must  live  on  the  ground  where  its  authority 
is  exercised  and  most  of  the  questions  presented  to  it  for  solution  could 
be  answered  without  reference  to  the  foreign  offices  of  particular 
states.  By  this  means,  the  rules  of  business  procedure  rather  than 
that  of  diplomatic  precedent  would  be  brought  to  bear  on  those  prac- 
tical industrial  questions  which  arise  in  connection  with  the  develop- 
ment on  Chinese  soil  of  Chinese  industries,  and  many  questions  which 
have  within  them  the  seeds  of  international  misunderstandings  would 
be  settled  before  they  became  the  occasion  of  international  controversy. 

It  may  be  said  that  such  a  proposal  as  the  one  under  consideration 
is  addressed  to  a  minor  difficulty;  that,  at  best,  it  is  an  opportunistic 
proposal.  This  doubtless  is  true  and  this,  in  my  judgment,  is  its 
peculiar  merit.  While  it  is  in  harmony  with  the  comprehensive  idea 
of  a  super-state  for  the  standardization  and  control  of  foreign  com- 
merce in  all  of  its  phases,  it  recognizes  that  possibly  the  time  has  not 
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yet  arrived  for  a  fruitful  discussion  of  so  comprehensive  a  plan.  Here 
however,  is  one  thing  that  can  be  done  and  which,  if  done  successfully, 
would  tend  to  establish  rules  and  precedents  for  the  extension  of  some 
form  of  international  control  over  the  entire  field  of  foreign  trade. 

The  practical  problem  involved  is  a  problem  in  constructive  diplo- 
macy, but  its  interest  for  the  economist  is  greater  than  for  the  states- 
man. For  him  any  analysis  of  international  trade  relations  brings  into 
view  commercial  conditions  and  forces  for  which  no  adequate  provision 
is  made  by  the  accepted  doctrines  of  either  the  National  or  the  Classi- 
cal school  of  economists.  A  new  field  of  inquiry  is  thus  opened  up  for 
the  economic  theorist. 


FOREIGN  INVESTMENTS— DISCUSSION 

Yu  TiNN  Hugh. — It  seems  to  me  that  an  international  investment 
policy  that  would  work  for  the  mutual  benefit  of  both  the  creditor  and 
debtor  nations  from  now  on  must  be  based  on  justice.  This  is  par- 
ticularly true  in  the  formulation  of  an  investment  policy  toward  China. 

The  present  international  investment  policy  toward  China  is  based 
on  international  jealousy  and  intrigue,  with  the  result  that  China  is 
divided  up  into  spheres  of  influence,  viz.,  the  south  is  claimed  as  the 
French  sphere,  the  western  and  central  parts  as  the  British  sphere, 
the  northeast  as  the  Japanese  sphere,  and  the  northwest  as  the  Russian 
sphere  before  the  acsendancy  of  the  Bolshevist  regime  in  Russia. 
Theoretically  there  is  an  open-door  policy  in  China,  but  practically 
this  policy  has  never  been  in  existence.  In  the  regions  like  Man- 
churia, Shantung,  and  elsewhere,  where  the  Japanese  had  obtained  a 
foothold,  the  door  is  closed  to  international  trade;  as  the  Japanese 
government  usually  controls  the  railroads  of  these  regions  and  gives  all 
kinds  of  special  trade  privileges  to  her  own  nationals,  such  as  rebates 
on  freight  rates,  delay  in  the  delivery  of  foreign  goods  which  are  com- 
peting with  Japanese  goods,  opening  the  letters  of  competitors  to  re- 
move their  bills  of  lading  and  checks  by  a  steaming  process  and  the 
like;  thus  driving  out,  not  only  foreign  traders,  but  even  Chinese 
traders  themselves. 

Furthermore,  other  nations  possessing  spheres  are  very  jealous  of 
their  rights,  and  attempt  to  prohibit  the  traders  of  each  other  from 
entering  the  region  and  to  hinder  each  other's  investments  in  that 
region,  except  as  special  agreements  are  made.  Then  each  and  every 
nation  which  is  interested  in  the  economic  exploitation  of  China  in- 
fluences the  Chinese  government  from  time  to  time, — either  through 
pressure,  like  the  Japanese,  or  through  persuasion,  like  the  British, — 
to  obtain  further  concessions  or  spheres  of  influence.  With  this  sys- 
tem in  existence  international  jealousy  and  intrigue,  leading  to  inter- 
national wars,  is  inevitable. 

The  only  solution  of  this  complicated  problem  is  to  organize  an  in- 
ternational investment  bureau,  on  which  every  nation  interested  in  in- 
vestments in  China  would  be  represented,  to  decide  on  a  policy  of 
justice,  and  in  particular  to  abolish  the  spheres  of  influence  in  order 
that  international  jealousy  and  intrigue  may  be  removed.  Every  na- 
tion interested  in  investments  in  China  should  have  one  representa- 
tive on  such  a  bureau,  and  China,  the  borrowing  nation,  should  also 
be  represented.  If  a  loan  is  for  the  development  of  China,  she  should 
have  representation  equal  to  that  of  all  the  other  powers  combined, 
in  supervising  the  use  of  the  funds,  the  object  for  which  they  are  to 
be  applied,  their  repayment  when  due.  If  a  loan  is  applied  to  an- 
other undeveloped  country  the  same  rule  should  be  applied  to  that 
other  nation.  In  this  way  international  jealousy  and  intrigue  would 
very  likely  come  to  an  end,  and,  in  fact,  this  is  the  only  harmonious 
solution  of  the  problem  of  the  investments  of  the  powers  in  China. 


SOME  PROBABLE  RESULTS  OF  A  BALANCED  INDUSTRIAL 

SYSTEM 

By  T.  N.  Carver 
Harvard  University 

Where  several  things  have  to  be  combined  in  order  to  get  a  certain 
result,  the  question  of  the  ratio  in  which  they  combine  most  satisfac- 
torily can  never  be  without  interest.  Wherever  they  are  actually  com- 
bined in  the  most  satisfactory  ratios  there  is  said  to  be  a  balance  among 
them.  Thus,  the  scientific  dietitians  and  the  cattle  feeders  speak  of  a 
balanced  ration  when  the  nutritive  elements  are  combined  in  such  ratios 
as  to  secure  the  most  satisfactory  results.  Soil  chemists  and  farmers 
speak  of  a  balanced  soil  when  the  different  elements  of  plant  growth 
are  combined  in  such  ratios  as  yield  the  largest  crops.  A  scientific 
manager  will  speak  of  a  balanced  business  when  all  the  elements  or 
factors  in  the  entire  business  are  combined  in  such  ratios  as  will  give 
the  maximum  productivity.  Not  enough  attention  has  been  given  to  the 
necessity  of  carrying  this  idea  of  balance  throughout  the  whole  na- 
tion, or  the  whole  industrial  system,  balancing  every  industry  against 
every  other,  and  every  element  or  factor  in  every  industry  against 
every  other.  The  statesman  and  the  economist  should  be  as  definitely 
interested  in  this  larger  problem  of  balance  as  the  various  experts  al- 
ready named  are  in  their  own  special  problems  of  balance. 

Some  approximation  to  the  idea  of  such  a  balance  is  found  in  the 
concept  of  the  static  state,  on  the  one  hand,  or  in  the  concept  of  the 
equilibrium  of  demand  and  supply  on  the  other.  Neither  is  quite  com- 
plete, however,  because  of  the  general  acceptance  of  the  fact  that  the 
normal  price-making  process  tends  to  bring  about  a  quasi-equilibrium 
between  the  forces  of  demand  and  supply.  Perhaps  it  would  be  more 
accurate  to  say  that  there  is  a  tendency  to  accept  this  quasi-equilibrium 
as  a  real  equilibrium,  or  as  a  state  of  balance.  We  are  accustomed  to 
speak  of  an  equilibrium  price  as  a  price  which  will  bring  about  an 
equilibrium  between  demand  and  supply,  by  inducing  buyers  to  buy 
exactly  as  much  as  sellers  are  willing  to  sell.  No  matter  how  unsatis- 
factory the  price  may  be  from  various  other  points  of  view,  if  it  will 
bring  about  this  result,  it  is  said  to  be  the  equilibrium  price.  Not  until 
the  price  which  brings  about  this  kind  of  equilibrium  is  a  satisfac- 
tory price  from  the  general  social  point  of  view  can  there  be  said  to 
be  a  true  equilibrium  or  balance. 

It  is  true,  on  the  other  hand,  that  however  satisfactory  a  price  may 
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be  from  other  points  of  view,  if  it  does  not  result  in  an  equilibrium  of 
demand  and  supply,  if  it  does  not  induce  buyers  to  buy  as  much  as  it 
induces  sellers  to  sell,  and  sellers  to  sell  as  much  as  it  induces  buyers 
to  buy,  it  can  not  be  a  satisfactory  price.  To  establish  a  price  which, 
on  other  grounds,  might  be  called  a  just  price,  but  which  would  induce 
buyers  to  buy  more  than  sellers  were  induced  to  sell,  or  sellers  to  sell 
more  than  buyers  were  induced  to  buy,  would  throw  the  market  into 
confusion,  would  waste  a  great  deal  of  productive  energy,  throw  the 
>vhole  industrial  system  out  of  balance,  and  lead  to  worse  evils  than  it 
was  designed  to  cure.  In  fact,  it  would  be  applying  the  remedy  to 
the  symptoms  of  the  disease  and  not  to  the  cause.  The  price  must 
be  an  equilibrium  price,  whatever  else  it  is  or  is  not. 

While  the  price  must,  first  and  foremost,  be  an  equilibrium  price,  it 
must  also,  so  far  as  possible,  be  a  satisfactory  price  from  other  points 
of  view.  The  mere  fact  that  it  is  an  equilibrium  price  does  not  neces- 
sarily mean  that  it  is  or  is  not  a  satisfactory  price  in  other  respects. 
When  the  market  is  truly  or  properly  balanced,  every  price  will  not 
only  be  an  equilibrium  price,  it  will  also  be  a  just  and  a  satisfactory 
price.  For  example,  a  very  low  price  for  a  certain  article  may  result 
in  an  equilibrium,  temporarily  at  least,  between  demand  and  supply; 
that  is,  at  the  low  price,  producers  may  still  be  willing  to  produce  as 
much  as  buyers  care  to  buy  even  at  that  low  price,  notwithstanding  the 
producers  may  be  impoverished  by  the  low  price.  To  be  sure,  if  you 
give  them  time  enough,  some  of  them  will  probably  go  out  of  business, 
others  will  change  their  occupation,  and  still  others  will  die  off.  This 
may  eventually  reduce  the  supply  and  bring  the  price  up  to  a  satisfac- 
tory level  for  those  who  remain  in  the  business.  Meanwhile  there  is 
hardship.  From  the  point  of  view  of  this  paper  there  was  not  a  proper 
industrial  balance  when  the  price  was  low,  in  spite  of  the  fact  that  the 
market  showed  an  equilibrium  of  demand  and  supply.  After  produc- 
tion was  reduced  and  the  supply  was  diminished  until  the  price,  which 
was  still  an  equilibrium  price,  became  also  a  satisfactory  price  from 
the  point  of  view  of  the  welfare  of  all  concerned,  there  was  then  a  true 
economic  balance. 

Again,  to  be  more  specific,  the  price,  or  wages,  of  a  certain  kind  of 
labor  may  be  an  equilibrium  price  in  that  it  induces  as  many  men  to 
offer  themselves  for  hire  as  employers  care  to  hire,  and  yet  the  price 
may  be  so  low  as  to  leave  the  laborers  exceedingly  poor.  A  low  stand- 
ard of  living  among  them  may  make  them  perfectly  willing  to  repro- 
duce their  kind  in  sufficient  numbers  to  keep  up  the  labor  supply  even 
at  the  low  wages,  or  there  may  be,  in  some  part  of  the  world,  a  reser- 
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voir  of  cheajD  labor  which  will  be  glad  to  migrate  in  order  to  get  the 
low  wages  offered;  the  educational  system  may  be  so  ineffective  that 
the  children  of  the  poor  have  no  choice  other  than  to  accept  employ- 
ment in  the  poorly  paid  occupation;  or  some  of  the  other  factors  of 
production  may  be  so  scarce  as  to  reduce  the  opportunities  for  the  pro- 
ductive use  of  this  class  of  labor.  In  any  or  all  of  these  cases,  the 
equilibrium  of  the  demand  for  the  kind  of  labor  in  question  and  its 
supply  may  be  maintained  indefinitely  in  spite  of  the  fact  that  its 
wages  are  unsatisfactory  from  the  social  point  of  view. 

Even  in  this  case,  whatever  the  wages  are  or  are  not,  they  must  be 
an  equilibrium  wage.  To  decree  otherwise  would  create  worse  evils 
than  it  would  cure.  To  decree  higher  wages  for  all  comers  would  en- 
courage still  earlier  marriages  and  larger  families,  or  it  would  stimu- 
late still  greater  immigration,  or  in  some  other  way  induce  larger 
numbers  to  offer  themselves  for  hire  in  the  industries  in  question.  At 
the  same  time  it  would  not  induce  employers  to  hire  so  many  as  at 
the  lower  wages.  The  result  would  be  that  while  a  certain  number 
of  laborers  would  gain  a  slight  advantage  through  the  rise  in  wages 
yet  industry  would  either  be  cluttered  up  by  a  great  surplus  of  such 
laborers  who  would  get  in  one  another's  way,  or  some  of  them  would 
suffer  the  great  disadvantage  of  failing  to  get  employment  at  all.  To 
decree  higher  wages,  in  such  a  case,  is  to  apply  the  remedy  to  the 
symptom  of  the  disease  and  not  to  the  cause. 

If,  however,  the  supjoh^  of  labor  of  the  grade  in  question  could  be 
materially  reduced,  or  the  opportunities  for  employment  increased, 
either  by  raising  the  standard  of  living,  so  that  laborers  would  not  be 
willing  to  reproduce  their  kind  and  keep  up  the  supply  of  labor  on  so 
low  a  wage,  by  the  restriction  of  the  immigration  of  that  grade  of 
labor,  by  an  improved  system  of  popular  education  so  that  the  children 
of  those  laborers  already  in  the  overcrowded  occupation  could  have  the 
opportunity  of  choosing  a  less  crowded  and  better  paid  occupation,  or 
by  increasing  the  other  factors  of  production  which  have  to  be  used 
with  the  kind  of  labor  in  question,  the  equilibrium  price  of  that  grade 
of  labor  would  rise.  That  is  to  say,  it  would  then  take  a  higher  wage 
to  induce  as  many  men  to  offer  themselves  for  hire  as  employers  would 
be  willing  to  hire.  We  should  still  have  an  equilibrium  wage,  and  at 
the  same  time  a  wage  that  would  be  more  satisfactory  from  every  point 
of  view.  In  short,  we  should  then  be  applying  our  remedy  to  the  cause 
rather  than  to  the  symptom  of  the  disease. 

A  possible  way  out  of  the  difficulties  certain  to  arise  from  the  at- 
tempt to  apply  the  remedy  to  the  symptom  rather  than  the  cause,  that 
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is^  of  trying  to  decree  high  wages  before  readjusting  the  balance^  would 
be  to  decree  the  high  wages  first  and  then  reduce  the  supply  of  labor 
afterward.  This  could  be  done^  first,  by  admitting  only  as  many  im- 
migrant laborers  of  the  grade  in  question  as  could  get  work  at  the 
higher  wage,  second,  by  permitting  only  as  many  native-born  laborers 
to  work  as  could  get  work  at  the  higher  wages,  encouraging  the  sur- 
plus to  emigrate,  to  go  to  the  almshouse,  or  to  go  to  school  to  learn  a 
new  trade  in  which  wages  are  better,  or  third,  by  increasing  the 
other  factors,  such  as  land,  capital,  and  other  kinds  of  labor  needed 
to  balance  up  the  oversupply  of  the  kind  of  labor  in  question.  The 
decree  of  high  wages  might  thus  be  made  effective  by  balancing  up 
the  labor  market.  It  should  be  remembered,  however,  that  if  the 
labor  market  had  been  balanced  up  first,  the  decree  would  have  been 
unnecessary,  because  there  would  have  been  higii  wages  anyway  with- 
out the  decree. 

By  a  balanced  industrial  system  is  meant  a  system  in  which  every 
essential  industrial  function  is  as  well  and  as  adequately  performed 
as  every  other.  This  means  a  system  in  which  it  is  as  important  that 
one  factor  of  production  be  increased  as  any  other  factor.  If  in  a 
given  factory  there  are  so  many  men  doing  one  kind  of  work,  and  so 
few  doing  another  kind,  that  a  larger  gross  product  would  result  if 
one  man  could  be  transferred  from  the  one  kind  of  labor  into  the 
other  kind,  the  industry  is  not  well  balanced.  Another  way  of  stating 
it  would  be  to  say  that  if  it  would  add  more  to  the  gross  product  if 
one  more  man  could  be  added  to  one  part  of  the  working  force  than  if 
one  more  man  were  added  to  another  part  of  the  working  force,  then 
the  working  force  is  not  well  balanced.  It  is  this  perception  of  the 
greater  desirability  of  having  one  more  man  rather  than  one  less  man 
in  one  part  of  the  force  than  in  another  part  that  will  induce  the  man- 
ager to  pay  higher  wages  to  the  one  part  of  the  force  than  to  the 
other.  To  be  sure,  if  he  can  get  one  kind  of  labor  cheaper  than  an- 
other that  will  be  a  sufficient  reason  why  he  should  hire  more  of  the 
one  kind  than  of  the  other.  The  price  or  wages  in  each  class  is  a 
means  of  producing  an  equilibrium  of  demand  and  supply  in  each  case ; 
but,  as  already  shown,  the  equilibrium  of  demand  and  supply  which 
results  from  this  kind  of  price  adjustment  is  not  a  true  economic 
balance. 

To  use  more  technical  language,  there  can  be  no  true  economic  bal- 
ance unless  the  marginal  productivity  of  labor  is  approximately  the 
same  in  each  and  every  occupation.  When  the  marginal  productivity 
is  the  same  in  different  occupations,  the  equilibrium  wage  in  the  dif- 
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ferent  occupations  will  be  approximately  the  same.  There  is  thus  an 
equilibrium  of  demand  and  supply,  but  the  forces  determining  that 
equilibrium  are  such  as  to  give  approximately  equal  wages  to  every 
class  of  workers,  not  even  excepting  managerial  workers. 

Care  has  been  taken  to  speak  of  different  occupations  or  different 
classes  of  workers,  and  no  statement  has  yet  been  made  regarding  the 
wages  of  individual  workers  in  the  same  occupation.  So  long  as  one 
occupation  is  as  remunerative  as  any  other,  or  one  class  of  laborers  as 
well  paid  as  any  other,  there  may  be  said  to  be  an  equlibrium  or  bal- 
ance as  between  occupations.  If  within  the  same  occupation  there  are 
differences  in  strength,  skill,  intelligence,  or  general  efficiency,  that 
is  an  individual  affair  which  no  social  policy  can  affect.  If  one  brick- 
layer can  lay  twice  as  many  bricks  as  another,  there  is  an  undoubted 
difference  in  productivity  that  no  social  or  economic  law  can  affect 
or  modify.  But  if  brick  masons  are  neither  more  nor  less  numerous  in 
proportion  to  the  need  for  them  than  are  the  members  of  any  other 
trade  or  profession,  then  brick  masons  as  a  class  should  be  neither  more 
nor  less  prosperous  than  any  other  class,  trade,  or  profession.  There 
might  still  be  great  differences  in  the  prosperity  of  different  individual 
brick  masons  as  between  the  individual  members  of  any  trade  or  pro- 
fession. 

This  is  a  matter  of  some  importance,  because  it  seems  to  be 
a  law,  or  at  least  a  general  tendency,  for  individual  differences  to 
count  for  more  as  you  proceed  from  the  less  skilled  to  the  more  skilled 
occupations.  The  differences  in  the  productivity  and  the  value  of  in- 
dividual ditch  diggers,  while  considerable,  is  by  no  means  so  great  as 
among  skilled  laborers,  and  these  differences,  of  course,  are  greatest  of 
all  in  the  intellectual  and  artistic  callings.  Since  we  usually  focus 
our  attention  upon  the  individuals  who  are  conspicuous  successes  in 
these  callings,  rather  than  upon  the  numerous  failures,  we  are  likely 
to  get  exaggerated  notions  of  the  differences  in  the  prosperity  of  dif- 
ferent occupations.  However,  such  differences  as  exist  are  due  to  a 
lack  of  balance  in  the  industrial  system. 

Since  equality  of  prosperity  is  the  first  sign  or  symptom  of  a  bal- 
anced industrial  system,  as  inequality  is  of  an  unbalanced  system,  the 
first  and  most  conspicuous  result  of  a  balanced  system  has  already  been 
stated.  It  is  the  approximate  equality  of  prosperity  as  between  dif- 
ferent industrial  classes  or  occupational  groups.  But  this  does  not 
exhaust  the  catalogue  of  results. 

Incidentally,  and  as  a  part  of  the  equalizing  process,  there  would  be 
^n  equalizing  of  the  bargaining  power  of  different  groups,  notably  that 
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of  the  capitalists  and  the  laborers.  Freedom  to  bargain  for  oneself  is 
sometimes  said  to  mean  the  freedom  to  starve.  That  can  be  true  only 
when  the  industrial  system  is  unbalanced.  We  have  frequently  been 
regaled  with  a  list  of  reasons  why  the  capitalist  is  always  and  neces- 
sarily at  an  advantage  in  the  bargaining  process.  Observation  does 
not  show  that  the  capitalist  as  such  has  any  advantage  except  when 
labor  is  oversupplied.  When  there  is  a  dearth  of  labor  and  a  plethora 
of  capital  the  advantage  is  invariably  on  the  other  side.  When  men 
are  hunting  for  jobs  and  employers  are  not  hunting  for  men,  but 
merely  taking  their  pick  among  the  men  who  are  applying,  the  ad- 
vantage is  obviously  on  the  side  of  the  employer;  and  for  no  obscure 
or  occult  reason.  When^  however,  employers  are  hunting  for  men  and 
men  are  not  hunting  for  jobs,  but  only  taking  their  pick,  among  the 
jobs  that  are  offered,  the  advantage  is  just  as  obviously  on  the  side 
of  the  laborer,  and  for  the  same  reason  that  it  was  on  the  side  of  the 
employer  under  the  other  conditions. 

A  by-product  of  this  balanced  condition  is  that  laborers  need  none  of 
those  special  aids  or  helps  in  bargaining  that  most  of  us  have  tolerated, 
and  some  have  advocated  in  the  past.  With  bargaining  power  equal- 
ized, as  it  would  be  under  a  balanced  industrial  system,  the  individual 
of  whatever  class,  trade,  or  occupation  can  be  his  own  master  and  make 
his  own  arrangements,  bargains,  or  voluntary  agreements  with  other 
individuals,  retaining  his  freedom  and  prospering  under  it.  Under 
such  conditions  freedom  would  never  mean  the  freedom  to  starve.  No 
one  would  need  to  surrender  his  freedom  in  order  to  prosper,  nor  his 
prosperity  in  order  to  be  free.  He  could  have  both  freedom  and  pros- 
perity,— two  good  things, — and  it  is  certainly  better  to  have  both 
than  either  one  without  the  other. 

Another  result  would  be  to  make  most  of  our  social  legislation  un- 
necessary. Neither  the  laborer  nor  anybody  else  would  need  the  state 
or  any  paternalistic  organization  to  safeguard  his  interest  beyond  pro- 
tecting him  against  violence  and  fraud.  When  every  man  can  take  his 
pick  among  several  jobs,  the  job  that  provides  the  best  working  con- 
ditions would  attract  him,  and  the  competition  of  employers  for  men 
would  compel  them  to  offer  satisfactory  conditions  in  order  to  get  and 
hold  an  adequate  number  of  laborers. 

One  of  the  most  important  of  all  the  results  would  be  the  partici- 
pation of  labor  in  the  management  of  industry,  on  a  purely  voluntary 
basis,  without  threats,  or  any  kind  of  compulsion  on  its  part.  If  you 
were  about  to  start  a  business  enterprise  and  were  casting  about  for 
the  different  factors  of  production,  you  would  offer  special  terms  to 
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that  factor  that  was  hardest  to  get.  If  you  discovered  that  there 
was  an  abundance  of  labor  looking  for  jobs,  and  felt  certain  that  as 
soon  as  you  were  ready  to  use  labor  there  would  be  plenty  of  laborers 
on  hand  asking  you  for  jobs,  you  would  not  worry  on  that  score. 
You  would  give  the  problem  of  getting  help  no  second  thought.  If, 
on  the  other  hand,  you  found  that  capital  was  not  forthcoming  in  the 
same  way,  that  capitalists  were  not  thrusting  capital  upon  you,  that 
they  all  had  plenty  of  other  uses  for  their  capital  and  would  not  let 
you  have  it  unless  you  offered  better  terms  than  other  opportunities 
were  offering,  you  would  be  compelled  to  worry  somewhat  over  the 
question  of  capital.  In  fact,  you  would  go  to  those  who  had  it,  and 
offer  them  terms,  or  accept  such  terms  as  they  laid  down.  They 
would  be  in  a  position  to  demand  some  voice  in  the  control  of  your 
business,  and  you  would  be  compelled  to  grant  their  demand.  Now, 
if  this  condition  could  be  reversed,  or  only  considerably  changed  in 
the  direction  of  a  better  balance,  you  would  be  just  as  likely  to  give 
the  laborers  as  the  capitalists  a  voice  in  the  management  of  the  busi- 
ness. 

If,  to  take  an  extreme  case,  there  were  so  much  capital  seeking  in- 
vestment as  to  make  you  certain  that  as  soon  as  you  could  use  it  some 
one  would  be  on  hand  to  offer  it  to  you,  but  if  labor  were  so  scarce  and 
hard  to  find  as  to  make  you  feel  uncertain  whether  you  could  get  any 
or  not,  your  anxiety  would  be  on  the  side  of  labor  and  not  on  the  side 
of  capital.  You  would  have  to  go  to  laborers  and  persuade  them  to 
take  your  job  rather  than  some  others  that  were  open  to  them.  Under 
such  circumstances,  you  would  have  to  accept  their  terms,  even  if  they 
included  a  voice  in  the  management  of  the  business. 

Even  now,  it  sometimes  happens  that  the  enterpriser  needs  some 
special  kind  of  labor,  technically  trained  or  possessing  special  skill, 
which  is  very  hard  to  find.  Men  possessing  this  skill  are  not  looking 
for  jobs,  they  all  have  good  jobs,  with  others  waiting  for  them.  When 
your  enterpriser  goes  after  such  men  he  is  very  likely  to  offer  them 
whatever  they  demand,  even  though  it  be  a  voice  in  the  management 
of  the  business.  He  will  do  the  same  with  any  and  every  kind  of 
labor  that  is  scarce  enough. 

The  indispensable  man  can  generally  get  what  he  wants,  the  super- 
fluous man  must  take  what  he  can  get.  When  a  man  is  as  nearly  indis- 
pensable in  one  occupation  as  in  any  other^  or  no  more  nearly  super- 
fluous in  one  than  in  any  other, — in  short,  when  there  is  an  industrial 
balance,  power  as  well  as  prosperity  will  be  diffused. 

That  power  as  well  as  prosperity  comes  to  those  who  follow  an  oc- 
cupation where  workers  are  scarce  and  hard  to  find,  can  be  shown  by 
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hundreds  of  illustrations,  ranging  all  the  way  from  cooks  to  capitalists. 
That  neither  power  nor  prosperity  comes  to  those  who  follow  an  occu- 
pation where  men  are  abundant  and  easy  to  find  can  be  shown  by 
equal  numbers  of  illustrations,  ranging  all  the  way  from  ribbon  clerks 
to  preachers. 

One  of  the  means  of  creating  a  balanced  industrial  system  is  un- 
doubtedly an  effective  system  of  popular  education.  One  of  its  chief 
functions,  in  an  unbalanced  industrial  system,  is  to  train  people  so 
that  they  may  avoid  the  overcrowded  and  poorly  paid  occupations  and 
enter  the  undercrowded  and  well  paid  occupations.  Every  time  a  man 
is  so  trained,  there  is  one  less  man  who  must  work  in  an  unskilled  and 
overcrowded  occupation,  and  one  more  man  who  can  enter  a  skilled  or 
learned  occupation.  Every  such  case  helps  to  create  a  proper  balance 
and  the  more  such  cases  there  are  the  more  speedily  will  such  a  bal- 
ance be  created. 

Lest  some  one  object  that  even  the  skilled  and  learned  occupations 
are  as  badly  overcrowded  as  the  unskilled  manual  trades,  let  me  point 
out  again  how  easily  one  may  be  deceived  by  the  equilibrium  of  de- 
mand and  supply  as  brought  about  by  the  equilibrium  price.  If  one 
has  the  preconceived  idea  that  ten  thousand  a  year  is  about  a  proper 
income  for  a  business  or  a  professional  man,  whereas  two  thousand  a 
year  is  quite  enough  for  an  unskilled  laborer,  one  may  easily  reach  a 
false  conclusion.  When  one  finds  that  it  is  about  as  hard  for  a  busi- 
ness or  professional  man  to  get  an  income  of  ten  thousand  as  it  is 
for  an  unskilled  laborer  to  get  two  thousand,  one  may  conclude  that 
business  and  the  professions  are  as  badly  overcrowded  as  are  the  un- 
skilled trades.  This  false  conclusion  is  based  on  the  false  assumption 
that  any  income  is  proper  for  one  class  that  is  not  equally  proper  for 
any  other  class,  barring  differences  in  the  cost  of  acquiring  the  neces- 
sary skill.  When  we  get  rid  of  this  false  assumption  we  shall  see  that 
two  occupations  are  not  equally  overcrowded  until  prosperity  is  equal- 
ized between  the  two.  To  equalize  prosperity,  however,  would  re- 
quire that  there  should  be  enough  difference  in  incomes  during  the 
working  years  to  compensate  for  the  difference  in  the  cost,  in  time 
and  money,  of  acquiring  the  necessary  skill.  If  the  differences  of  in- 
come are  greater  than  this  it  argues  that  the  occupation  with  the 
smaller  incomes  is  worse  overcrowded  than  the  one  with  the  larger  in- 
comes. 

But  what  would  happen  to  our  educational  system  after  the  in- 
dustrial system  was  once  balanced  up.''  It  is  obvious  that  one  of  its 
functions,  namely,  that  of  balancing  up  the  system,  would  have  been 
performed,  and  to  that  extent  it  would  seem  to  have  made  itself  un- 
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necessary.  On  the  other  hand,  it  would  be  truer  to  say  that  it  would 
then  have  been  relieved  of  the  burden  of  having  to  perform  one  of  its 
functions  and  would  be  free  to  devote  its  whole  energy  to  the  per- 
formance of  the  remaining  functions.  However,  the  necessity  of  pre- 
serving the  balance  already  achieved,  by  counteracting  any  tendencies 
to  throw  it  out  of  balance,  would  still  remain.  In  general,  however, 
the  problem  of  redistributing  our  population,  by  training  numbers  of 
the  rising  generation  to  do  more  remunerative  kinds  of  work  than  their 
fathers  had  done,  without  very  much  regard  to  their  individual  capac- 
ities, would  not  be  so  very  acute,  because  there  would  be  no  more 
remunerative  occupations.  Educators  could  then  consider  the  indi- 
vidual aptitudes  of  individual  pupils,  without  much  regard  to  the  dif- 
ferences in  the  market  values  of  different  aptitudes,  since  there  would 
be  no  great  differences  in  the  market  values  of  different  aptitudes. 
Under  the  unbalanced  condition  which  most  of  us  know,  if  a  pupil 
shows  a  special  aptitude  for  a  kind  of  work  which  is  being  overdone 
and  poorly  paid,  to  train  the  pupil  for  that  work  would  be  to  con- 
demn him  to  poverty,  and  no  conscientious  educator  would  care  to  do 
that.  He  must,  in  fact,  train  the  pupil  for  a  kind  of  work  which  is 
reasonably  well  paid,  and  for  which  the  pupil  shows  some  aptitude, 
even  though  it  be  not  the  kind  of  work  for  which  he  shows  the  greatest 
aptitude.  When  all  kinds  of  useful  work  are  well  paid,  the  educator's 
problem  is  greatly  simplified. 

To  summarize,  it  is  the  opinion  of  the  present  writer  that  a  balanced 
industrial  system  would  produce  four  important  results:  First,  it 
would  equalize  prosperity  among  different  occupations,  though  not 
among  different  individuals  within  the  same  occupation.  Second,  it 
would  equalize  bargaining  power  as  between  classes  of  bargainers, 
though  individual  differences  in  bargaining  power  would  remain. 
Third,  it  would  tend  to  diffuse  power  as  well  as  prosperity  among  all 
classes,  giving  those  who  follow  one  trade  or  occupation  approxi- 
mately as  much  control  over  business  as  would  be  possessed  by  those 
who  follow  any  other  occupation.  Fourth,  it  would  work  a  profound 
change  in  our  educational  system  by  relieving  it  of  what  is  now  one 
of  its  chief  functions,  namely,  that  of  redistributing  our  population 
occupationally  by  training  men  to  avoid  the  overcrowded  and  to  seek 
the  undercrowded  occupations. 

The  significant  thing  about  it  all,  however,  is  that  all  these  results 
would  be  achieved  without  disturbing  the  institution  of  free  contract, 
or  voluntary  agreement,  as  a  basis  of  economic  action,  which  is  the 
fundamental  characteristic  of  all  free  peoples,  and  against  which  most 
of  the  revolutionary  propaganda  of  the  day  is  being  launched. 
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Roy  G.  Blakey. — It  appears  to  me  that  Professor  Carver  has  been 
hearings  on  the  one  hand,  the  plaints  and  agitation  of  labor  leaders, 
socialists,  bolshevists,  and  other  radicals,  and,  on  the  other  hand,  the 
counter  plaints  of  business  men,  the  social  reformers,  and  others  with 
their  proposals  for  legislation;  and  he  has  longed  for  the  good  old 
days  of  laissez  faire.  He  has  said.  Why  run  after  new  and  false  gods  ? 
Why  not  remain  faithful  to  the  true  and  never  changing  Jehovah,  for 
He  is  the  only  true  God  ? 

Professor  Carver  deserves  credit  for  putting  an  old  doctrine  in  a 
new  light,  for  making  us  rethink  our  old  ideas.  I  am  not  one  of  those 
who  decry  theory.  In  fact,  I  think  it  the  most  practical  of  all  prac- 
tical subjects,  the  foundation  or,  to  change  the  figure,  the  mariner's 
chart  which  is  a  sine  qua  non  of  intelligent  thinking,  planning,  and 
progress  in  all  lines. 

Professor  Carver  has  made  many  statements,  however,  which  either 
lack  clarity  or  beg  the  question.  All  of  us  are  prone  to  do  the  same 
thing.  In  truth,  I  am  not  certain  that  any  of  us  can  discuss  theory 
which  in  the  last  analysis  turns  to  philosophy  and  its  ideals  without 
begging  the  question  much  of  the  time.  Let  me  give  a  few  of  many 
examples  from  the  paper  which  has  just  been  read: 

1.  Professor  Carver  uses  the  illustration  of  a  balanced  soil.  It  is 
balanced  when  it  is  composed  of  the  proper  constituents  for  producing 
what  you  want  to  produce.  But  it  is  not  then  balanced  for  producing 
other  things.  What  determines  the  things  for  which  you  want  it  bal- 
anced.^ Why  wheat  rather  than  rye,  or  rice,  or  beef  or  butter,  or  a  hun- 
dred other  things  ?  Where  does  one  get  the  idea  of  the  desirability  of 
a  balanced  system,  anyway,  and  what  determines  whether  or  not  it  is 
balanced .'' 

2.  "By  a  balanced  industrial  system  is  meant  a  system  in  which 
every  essential  function  is  as  well  and  adequately  performed  as  every 
other." 

3.  "When  the  market  is  truly  or  properly  balanced,  it  will  also  be 
a  just  and  satisfactory  price." 

4.  "There  can  be  no  true  economic  balance  unless  the  marginal  pro- 
ductivity of  labor  is  the  same  in  different  occupations."  Professor 
Carver  seems  to  have  overlooked  or  minimized  questions  of  demand 
which  are  fully  as  important  as  those  of  supply. 

5.  "The  indispensable  man  can  get  what  he  wants." 

6.  "One  means  of  creating  a  balanced  industrial  system  is  un- 
doubtedly an  effective  system  of  popular  education." 

Because  of  the  indefiniteness  of  statements  like  the  following  it  is 
difficult  to  make  definite  criticisms,  but  some  of  their  implications  are 
inconsistent  with  other  points  made  in  the  paper,  or  would  lead  to  un- 
wise inaction. 

1.  "A  by-product  of  this  balanced  condition  is  that  laborers  need 
none  of  those  special  aids  or  helps  in  bargaining  that  most  of  us  have 
tolerated  and  some  have  advocated  in  the  past." 
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2.  "Another  result  would  be  to  make  most  of  our  social  legislation 
unnecessary." 

The  italics  in  the  above  quotations  are  mine. 

Education  that  paid  no  attention  to  the  physical  and  mental  quality 
of  the  race  would  not  bring  about  Professor  Carver's  balanced  sys- 
tem in  a  thousand  years.  In  other  words^  as  he  himself  has  suggested 
elsewhere,  genetics,  immigration  control,  and  other  methods  which  in- 
volve more  radical  legislation  than  what  he  seems  to  decry,  would  be 
involved  if  much  progress  is  to  be  made  in  the  ordinary  lifetime  of 
a  nation. 

Professor  Carver  says:  "But  what  would  happen  to  our  educational 
system  after  the  industrial  system  was  once  balanced  up?  It  is  ob- 
vious that  one  of  the  functions,  namely,  that  of  balancing  up  the  sys- 
tem, would  have  been  performed  and,  to  that  extent,  it  would  seem  to 
have  made  itself  unnecessary."  The  task  of  preserving  the  balance 
already  achieved  appears  to  him  as  a  very  minor  one;  to  me  it  appears 
rather  large.  Every  important  invention,  every  major  weather  cycle 
would  throw  the  system  out  of  balance.  Suppose,  for  instance,  that 
our  industrial  system  had  been  perfectly  balanced  for  centuries  prior 
to  the  Industrial  Revolution.  Either  an  industrial  revolution  such  as 
actually  occurred  would  have  been  impossible  or  man's  complex  of 
laws,  institutions,  and  traditions  adapted  to  the  slow  moving  centuries 
prior  to  1775  would  have  made  it  humanely  impossible  for  the  indus- 
trial system  to  have  maintained  a  balance  in  the  face  of  such  a  revo- 
lution. 

Until  human  nature  and  the  world  generally  change  very  radically, 
man  and  his  environment  will  be  dynamic,  and  his  industry  must  be 
dynamic  also.  As  long  as  industry  is  dynamic,  the  only  kind  of  equi- 
librium that  can  be  secured  is  a  moving  equilibrium,  somewhat  like 
that  of  a  bicycle  or  an  aeroplane,  not  like  that  of  a  building  on  a  solid 
foundation.  The  problem  is  to  maintain  a  moving  equilibrium  in  the 
direction  of  progress ;  to  prevent  society  from  getting  so  many  falls 
and  bumps  that  life  or  progress  will  be  impossible;  or  to  keep  the 
balance  so  that  the  most  progress  for  the  entire  race  is  possible.  Un- 
like a  bicycle  or  aeroplane,  an  industrial  system  is  in  more  danger  of 
losing  its  equilibrium  the  faster  it  goes  because  its  progress  is  uneven, 
some  parts  get  much  ahead  of  other  parts,  some  lag  far  behind,  so  that 
the  danger  of  falling  is  greatly  increased. 

But  we  have  not  said  a  great  deal  when  we  have  said  this.  We  still 
have  to  define  progress  and  the  means  of  promoting  it.  The  defini- 
tions are  almost  as  various  as  the  definers ;  our  problems  still  remain 
with  us.  What  is  a  "satisfactory"  price  which  brings  about  a  "true 
equilibrium"  or  a  "true  economic  balance,"  is  a  matter  of  opinion. 
What  constitutes  desirable  social  legislation  is  likewise  a  matter  of 
opinion,  as  is  also,  "an  effective  system  of  popular  education."  In 
this  connection  let  me  add  that  it  is  just  as  important  to  educate  de- 
mand as  to  pay  attention  to  supply. 

All  of  us  will  agree  that  if  the  proportion  of  unskilled  laborers  is 


80  American  Economic  Association 

decreased  and  the  proportion  of  managerial  ability  greatly  increased, 
other  things  remaining  equal,  the  former  will  receive  higher,  and  the 
latter  lower,  compensation  than  now.  It  is  even  conceivable  that  wages 
for  managers  might  become  lower  than  those  for  ditch  diggers.  But 
to  make  such  a  result  stable  within  ten  generations  would  probably 
require  more  radical  social  legislation, — for  example,  along  the  lines 
of  genetics  or  birth  control, — than  is  humanly  possible.  That  is,  it 
would  involve  social  legislation  so  radical  in  character  and  extent  that 
most  proposed  social  legislation,  and  that  which  is  frowned  upon  in 
Professor  Carver's  paper,  would  seem  conservative  beside  it.  It  is 
easy  to  say  "if  everybody  would  obey  the  golden  rule,"  or  "if  we  main- 
tained a  true  economic  equilibrium  everybody  would  be  happy,"  but  the 
fact  is,  these  if's  stand  as  stubborn  obstacles  to  the  achievement  of  our 
Utopias. 

That  they  are  stubborn  obstacles  is  no  reason  why  we  should  not 
make  the  best  endeavors  possible  to  overcome  them.  Because  men  get 
hungry  after  they  eat  is  no  reason  for  denying  them  food  in  the  first 
instance.  We  can  perhaps  lessen  hunger  and  poverty  and  possibly 
unrest  or  dissatisfaction,  though  this  is  problematical.  Most  of  these 
things  are  comparative  and  to  a  large  extent  incommensurable. 

When  Professor  Carver  proposes  "an  effective  system  of  education," 
or  desirable  social  legislation,  or  doing  away  with  undesirable  social 
legislation,  most  of  us  hasten  to  agree.  Disagreement  will  not  appear 
until  some  concrete  proposal  is  made;  then  we  will  approve  or  dis- 
approve according  to  our  individual  notions  of  what  is  "true,"  "un- 
satisfactory," and  "effective"  in  the  achieving  of  ends  which  we  in- 
dividually think  or  feel  are  desirable. 

"Effective"  education,  that  is,  education  which  would  obviate  un- 
rest, must  have  telescopic  foresight.  It  should  be  able  to  foresee  or 
control,  for  at  least  two  generations  in  advance,  all  of  the  important 
disturbing  causes  of  industrial  equilibrium ;  that  is,  it  should  be  able 
to  forsee  or  control  the  inventions,  the  discoveries,  the  weather  cycles, 
the  population  trends,  and  the  wars  of  the  next  half  century,  at  least. 

All  of  us  are  agreed  that  effective  education  and  wise  social  legis- 
lation are  desirable;  all  of  us  have  been  striving  to  promote  both  for 
some  years.  What  we  need  are  some  concrete  proposals  that  are  prac- 
tical, not  merely  proposals  that  are  feasible  if,  and  if,  but  some  which 
are  feasible  in  view  of  our  existing  forms  of  government,  laws,  insti- 
tutions, traditions,  and  human  nature.  Furthermore,  we  need  to  have 
these  proposals  presented  in  the  proper  form,  by  the  proper  sponsors, 
to  the  proper  authorities  in  such  a  way  as  to  get  results. 

If  the  American  Economic  Association  as  such  is  unwilling  to  spon- 
sor or  advocate  any  practical  action,  it  should  at  least  promote  the 
organization  of  subsidiary  corporations  or  associations  which  can  do 
something  practical.  The  Associations  for  Labor  Legislation  and  for 
Agricultural  Legislation  which  Professor  Carver  would  condemn,  at 
least,  under  his  balanced  system,  are  examples  of  steps  in  the  right  di- 
rection.    The  possibilities  in  these  fields  have  been  reached  only  in 
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part  as  yet,  and  there  are  several  other  important  fields  in  which  the 
economists  should  organize  and  work  in  such  a  way  as  to  shape  or  in- 
fluence legislation  profoundly.  To  say  merely  that  we  should  have  less 
legislation  rather  than  more  is  to  evade  the  issue.  The  fact  is  that  we 
are  going  to  have  legislation  whether  economists  want  it  or  not.  The 
practical  thing  to  do  is  for  economists  to  recognize  this  fact  and  en- 
deavor to  shape  the  legislation  in  the  proper  directions.  The  railroads, 
foreign  trade,  public  finance,  industrial  relations,  and  other  fields 
present  immediate  and  urgent  problems  in  which  the  economists  of  the 
United  States  ought  to  give  more  effective  aid  than  they  are  now  giv- 
ing. Many  economists  are  doubtless  pondering  in  their  own  closets 
about  what  our  legislators  have  done  or  may  do  about  these  problems. 
A  few  individuals  actually  advise  them  and  take  some  real  part  in 
legislation  occasionally,  but  our  contribution  as  economists  is  pitifully 
small  as  compared  with  what  it  might  be  if  we  organized  and  united 
our  forces. 

There  is  at  least  one  fundamental  condition  which  I  shall  mention 
that  it  is  necessary  to  meet  if  economists  are  to  help  as  we  should  in 
promoting  an  effective  education  in  political  economy,  to  say  nothing 
of  popular  education  in  its  other  phases.  There  is  a  great  deal  of 
truth  in  the  popular  charge  that  we  are  academic.  If  we  are  to  help 
promote  the  best  legislation  about  matters  that  lie  at  the  basis  of  our 
national  progress  and  existence  we  must  be  better  informed.  If  we 
are  to  teach  in  a  way  that  counts,  we  must  have  more  intimate  touch 
with  practical  affairs.  Each  of  us  should  spend  one-fourth  to  one-half 
of  his  time  doing  practical  work  in  his  special  field,  and  then  each  who 
learns  anything  in  the  practical  world  should  have  sufficient  substantial 
reasons  to  return  to  and  continue  teaching.  Some  progress  has  been 
made  in  this  direction,  but  not  nearly  enough.  As  long  as  department 
heads,  deans,  university  presidents,  and  trustees,  follow  the  alleged 
dictum  attributed  to  an  administrative  officer  of  a  western  university, 
that  "Professors  is  cheap,"  they  are  likely  to  have  a  large  percentage 
of  cheap  professors,  as  well  as  to  reduce  the  effectiveness  of  capable 
men  who  are  willing  to  crucify  the  flesh  for  the  sake  of  their  faith  and 
for  their  love  of  the  truth.  There  is  no  economist  here  who  cannot  do 
something  to  promote  the  effective  education  which  Professor  Carver 
and  all  of  us  consider  the  sine  qua  non  of  progress. 

Harry  Gunnison  Brown. — In  discussing  Professor  Carver's  paper, 
I  am  going  to  take  upon  myself  the  burden  of  voicing  a  vicarious  pro- 
test. The  protest  to  which  I  am  about  to  give  expression  is  made  in 
behalf  of  those  conservative  economists  who  write  most  of  our  text 
books  in  the  field  of  general  or  elementary  economics  and  in  the  field 
of  taxation.  It  is  not  unlikely  that  these  economists  fail  to  realize  all 
the  implications  of  Professor  Carver's  analysis  and  proposals.  But  if 
they  should  come  to  realize  these  implications,  they  could  not,  without 
inconsistency,  do  otherwise  than  protest. 

The  gist  of  Professor  Carver's  argument  is  that  incomes  from  labor 
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are  unequal  because  some  lines  of  activity  are  relatively  under-provided 
with  workers  and  some  are  relatively  crowded.  This  means  that  at 
present  we  have  not  "a  balanced  economic  system."  And  the  sug- 
gested remedies  include  an  educational  program  which  will  make  it 
more  easily  possible  for  those  who  are  in  the  so-called  lower  ranks  of 
labor,  or  for  their  children,  to  be  recruited  into  the  so-called  higher 
ranks. 

It  happens  that  there  is  a  school  of  thinkers  and  writers  on  economic 
subjects,  to  whose  economic  philosophy  that  of  Professor  Carver  ap- 
proaches perilously  close,  who  emphasize  another  aspect  of  the  lack 
of  balance  of  our  economic  system.  They  do  not  often  complain  that 
our  system  is  out  of  balance  because  some  get  little  for  very  hard  work 
and  others  much  for  easy  work.  They  point  out,  rather,  that  while  the 
many  work  hard  and  get  relatively  little,  there  are  some  who  get  large 
incomes  without  doing  for  these  incomes  any  work  at  all  or  rendering 
any  service  at  all.  I  refer,  in  this  connection,  to  the  single  taxers. 
Their  view  is  that  the  rental  yield  of  land  is  the  result  of  natural  ad- 
vantages and  of  population  growth,  and  that  the  individual  recipient 
of  this  rental  yield  is  in  receipt  of  an  income  for  which  he  is  render- 
ing and  has  rendered  no  service  to  those  from  whom  such  rental  income 
is  derived.  Even  though  Smith,  for  example,  has  bought  his  land  of 
Jones  and  paid  for  it  in  earned  wealth,  he  has,  in  this  view,  merely 
purchased  the  privilege  previously  enjoyed  by  Jones,  of  getting  some- 
thing for  nothing  from  the  rest  of  the  community.  And  it  is  Jones 
whom  he  has  paid  for  this  privilege,  and  not  those  whom  he  is  about 
to  exploit.  So  far  as  they  are  concerned,  Smith's  purchase  from  Jones 
involves  but  a  change  of  parasites  of  which  the  landless  exploited  are 
the  victims. 

But  the  plan  proposed  by  single  taxers  as  a  means  of  restoring  the 
balance  in  this  regard  is  not  usually  favored  by  the  writers  of  ele- 
mentary text  books  on  economics  or  by  writers  of  books  on  taxation. 
The  principal  objection  felt  and  usually  the  principal  objection  stated 
is  the  objection  of  vested  rights.  The  New  Republic  phrased  the 
sentiment  in  an  editorial  article  of  June  7,  1919,  in  which  opposition 
was  expressed  to  the  single  tax  as  a  means  of  destroying  "existing 
values"  and  of  "changing  the  rules  of  the  game  while  the  game  is  in 
progress."  Influenced  by  a  like  feeling,  most  professional  economists 
have,  on  this  matter,  contented  themselves  with  advocating  only  the 
taxation  of  future  increases  in  the  value  of  land.  Very  few  of  the 
writers  of  our  current  textbooks  urge  doing  more.  To  urge  even  this, 
however,  is  not  consistent  with  objections  to  destroying  "existing 
values,"  or  with  objections  to  "changing  the  rules  of  the  game  while 
the  game  is  in  progress."  For  the  present  value  of  a  piece  of  land 
is  the  result  of  an  estimate  of  its  future  yield.  If  its  future  yield  is 
believed  likely  to  be  greater  than  its  present  yield,  and  if,  therefore, 
its  salable  value  is  expected  to  be  larger  some  years  hence  than  now, 
its  present  salable  value  is  also  enhanced  by  virtue  of  this  expectation. 
But  to  plan,  as  a  new  program,  heavy  taxation  of  the  future  increase 
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is,  in  so  far,  to  destroy  the  expectation  and  to  do  away  with  that  part 
of  the  present  value  which  is  dependent  upon  it.  A  gradual  increase  in 
the  rate  of  taxation  on  land  values  in  general  might  conceivably  lower 
present  selling  values  of  land  no  more  than  the  prospect  of  heavy  rates 
on  future  increases  of  rental  yield.  Opposition  to  reduction  of  pres- 
ent salable  values  as  an  unwarranted  interference  with  vested  rights 
can  hardly,  with  consistency,  therefore,  be  raised  in  the  case  of  the 
one  plan  without  being  raised  in  the  case  of  the  other  also. 

Let  us  now  return  to  the  theme  of  Professor  Carver's  paper  from 
which  we  have  more  apparently  than  really  wandered.  Particularly 
let  us  note  the  suggestion  of  the  extension  of  publicly  provided  educa- 
tion as  a  means  of  establishing  "a  balanced  economic  system."  My 
contention  is  that  Professor  Carver's  proposed  policy,  like  the  single 
tax  on  the  rental  value  of  land,  would  violate  the  principle  of  vested 
rights,  would  be  a  means  of  "changing  the  rules  of  the  game  while  the 
game  is  in  progress,"  and  so  can  not  consistently  be  supported  either  by 
conservative  economists  in  general  or  by  most  of  the  writers  of  econo- 
mic textbooks  in  particular. 

That  the  further  development  of  publicly  supported  education,  not 
primarily  to  secure  intelligent  citizenship  as  such  but  for  the  express 
purpose  of  establishing  "a  balanced  economic  system"  by  more  nearly 
equalizing  opportunity,  violates  the  principle  of  vested  rights,  is  not 
difficult  to  show.  Here,  for  example,  is  a  man  who  has  trained  himself 
to  be  an  electrical  engineer.  He  may  have  been  born  in  poverty.  His 
opportunities  for  training  had  to  be  made  use  of  by  tremendous  effort 
and  at  tremendous  sacrifice.  Lured  on,  however,  by  the  prospect  of 
large  rewards  in  the  engineering  profession,  he  has  made  the  effort  and 
the  sacrifice  that  many  will  not  and  that  others  cannot  make  and  has 
prepared  himself  to  enjoy  these  relatively  high  rewards.  Had  the 
prospective  rewards  been  less  high,  he  perhaps  would  not  have  been 
willing  to  undergo  the  incident  sacrifices.  He  has  married  and  has  be- 
come a  parent  on  the  strength  of  the  probability  of  his  continuing  to 
enjoy  high  rewards.  Society  has  permitted  him  to  think  that  he  might 
enjoy  them  and  in  the  faith  that  public  policy  in  the  matter  would  not 
change  he  has  committed  himself  in  the  above-described  and  perhaps 
other  ways.  He  is  still  young.  Greatly  increased  competition  will 
prevent  his  securing,  in  the  future,  the  income  on  which  he  had  con- 
fidently counted,  for  which  he  made  the  otherwise  not-to-be-undergone 
sacrifices,  on  the  expectation  of  which  he  is  committed  to  marriage  and 
parenthood.  Now  it  is  proposed  that  for  the  purpose  of  establishing 
"a  balanced  economic  system,"  young  men  who  would  otherwise  have 
been  clerks,  artisans,  or  unskilled  laborers  shall  be  trained  for  his 
kind  of  work  at  public  expense,  shall  be  made  his  competitors,  shall 
reduce  the  amount  that  he  can  earn  through  all  the  remainder  of  his 
life.  Is  not  this  "changing  the  rules  of  the  game  while  the  game  is  in 
progress"?  Is  not  this  a  violation  of  vested  rights.''  Is  not  the  change 
in  policy  parallel  in  this  regard  to  the  change  in  policy  which  is  urged 
by  single-taxers  ?     It  is  true  that  there  is  no  reduction  in  the  value  of 
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a  salable  good,  since  a  man's  earning  power  is  not  ordinarily  the  sub- 
ject of  sale  and  purchase.  But  he  does  not  thereby  suffer  a  smaller 
injury.  The  difference,  indeed,  would  seem  to  be  a  difference  be- 
tween tweedledee  and  tweedledum.  He  has  not  even  the  offsetting 
gain  which  the  average  landowner  would  have  from  an  application  of 
the  single  tax,  of  a  reduction  in  his  taxes  other  than  on  land. 

The  parallelism  must  be  admitted.  The  typical  writer  of  American 
textbooks  on  economics  and  taxation  must,  if  consistent,  refuse  to  in- 
dorse Professor  Carver's  paper.  It  will  not  do  to  argue  that  the  pro- 
posal to  equalize  opportunity  is  likely  to  benefit  the  great  majority. 
This  is  cogently  argued  by  single  taxers  with  regard  to  the  increase  of 
taxation  of  land  values.  If  vested  rights  is  a  good  enough  argument 
in  the  latter  case — and  it  is  the  argument  which  usually  counts  most, 
whatever  else  may  be  said  against  the  proposal — it  should  be  a  good 
enough  argument  in  the  former  case,  and  it  should  be  a  good  enough 
argument  for  conservative  economists  to  use  against  any  proposed  re- 
form which  seems  likely  to  cause  loss  or  decreased  income  to  any  group 
of  persons. 

I  can  hardly  expect  that  these  various  considerations  will  be  likely, 
in  the  minds  of  any  considerable  number  of  professional  economists, 
to  discredit  the  whole  doctrine  of  vested  rights.  But  if  there  be  any 
economist  present  who  has  any  suspicion  that  this  doctrine  ought  to  be 
pretty  much  discredited,  I  shall  not  endeavor  to  withhold  from  him 
my  sincere  sympathy  nor  shall  I  deny  my  personal  acceptance  of  a 
like  view. 

J.  E,  Le  Rossignol. — As  Professor  Carver  intimates,  there  are  at 
least  two  kinds  of  balance  in  the  industrial  system, — a  ratio  of  equality 
such  as  obtains  in  exchange  when  there  is  temporary  or  relatively  per- 
manent equilibrium  of  supply  and  demand,  and  a  ratio  or  proportion 
in  which  quantities  or  qualities  are  combined  in  order  to  produce  a  de- 
sired result.  For  the  sake  of  precision  in  the  use  of  terms  it  might  be 
well  to  call  the  former  ratio  a  true  balance  in  the  primary  sense  of 
that  word,  and  the  latter  a  quasi  balance  or  balance  by  analogy.  Cer- 
tainly, exchange  involves  a  real  balance  of  supply  and  demand,  whether 
equally  satisfactory  to  both  parties  or  not;  and  a  combination  of  ele- 
ments or  factors  in  a  business,  a  prescription,  a  work  of  art,  or  a 
person's  character  is  not  a  real  balance  of  equals  against  equals,  no 
matter  how  satisfactory  it  may  be.  Such  a  distinction  is  a  mere  quib- 
ble, perhaps,  and,  yet,  it  may  serve  to  keep  in  mind  the  fact  that  the 
voluntary  exchanging  of  quid  pro  quo  is  the  basic  principle  of  our 
economic  system,  and  that  any  other  balance,  such  as  a  particular  com- 
bination of  the  factors  of  production,  is  secondary  or  derived  from  it. 

Of  course,  neither  the  one  sort  of  balance  nor  the  other  is  desirable 
for  itself  alone,  but  only  in  so  far  as  it  contributes  to  certain  ideal  ends. 
For  example,  exchange  at  any  price  involves  a  balance  or  equilibrium, 
even  though  the  stronger  bargainer  may  gain  far  more  than  the  weaker ; 
and  in  an  aristocratic  society  this  might  be  considered  fair  by  both 
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parties.  In  a  democracy^  on  the  contrary,  where  ideals  of  freedom 
and  equality  prevail,  a  satisfactory  exchange  may  be  thought  to  be 
such  a  balance  or  equilibrium  as  will  afford  a  maximum  of  satisfaction 
to  both  parties  taken  together.  Similarly,  in  an  aristocracy  an  indus- 
trial system  might  be  regarded  as  well-balanced  though  composed  of 
a  few  exclusive  and  highly  paid  professions  and  many  overcrowded 
and  poorly  paid  trades;  whereas,  the  industrial  system  of  a  democracy 
would  hardly  be  pronounced  ideal  if  it  did  not  secure  both  the  greatest 
possible  production  and  the  greatest  possible  diffusion  of  wealth  and 
income. 

Scientists  speak  of  a  balance  in  nature  when  conditions  of  life  are 
such  as  to  permit  the  various  animals  and  plants  of  a  given  region  to 
live  and  multiply,  even  though  some  are  devoured  by  others.  The 
Athenian  social  organization  of  the  time  of  Perikles  was  doubtless 
satisfactory  to  the  ruling  classes,  even  though  it  was  supported  by  the 
labor  of  thousands  of  slaves  and  by  tributes  from  scores  of  subject 
cities.  Moreover,  that  civilization  is  commended  by  some  people  to- 
day, because  of  its  great  and  permanent  contributions  to  the  art  and 
literature  of  the  world.  Indeed,  our  own  industrial  system,  with  all  its 
faults,  is  regarded  by  many  as  fairly  well  balanced  in  normal  times, 
and  there  are  those  who  doubt  whether  much  can  be  done  in  the  way  of 
improving  the  balance  without  disturbing  the  foundation  which  makes 
balance  possible. 

The  foundation  of  our  present  industrial  system  is  the  primary  bal- 
ance or  equilibrium  of  exchange  under  freedom  of  contract,  and  Pro- 
fessor Carver  does  not  wish  to  disturb  this,  but  rather  to  make  it  still 
more  free  in  order  that  the  factors  of  production  may  be  combined  in 
the  most  desirable  ratios  to  the  end  that  production  may  be  maximized 
and  wealth  and  income  may  be  distributed  in  the  most  equitable  way. 
Under  such  conditions  men  would  add  and  subtract  units  of  all  the 
factors  until  in  every  business  and  industry  the  point  of  equi-marginal 
productivity  was  reached,  when,  of  course,  production  would  be  max- 
imized. Both  capital  and  labor  would  move  freely  from  place  to  place, 
and  from  industry  to  industry,  until  rates  of  interest  would  be  equal- 
ized, though  not  necessarily  very  low,  while  wages  and  profits  also 
would  be  equalized,  yet  sufficiently  high  to  give  business  men,  crafts- 
men, unskilled  laborers,  and  college  professors  a  decent  living.  Thus 
would  be  realized  the  democratic  ideals  of  production  and  distribution. 
Of  course,  inasmuch  as  men  are  unequal,  there  is  a  certain  natural 
aristocracy  which  would  have  to  be  recognized  if  the  best  results  were 
to  be  attained,  for  the  most  perfect  freedom  of  contract  could  give  at 
best  equality  of  opportunity  and  not  equal  treatment  of  unequals. 

Apparently,  the  ideal  state  of  balance  which  Professor  Carver  has 
in  mind  is  nothing  less  than  the  perfect  competition  imagined  by 
economists;  and  the  beneficial  results,  if  they  could  be  realized,  would 
be  economic  harmony  brought  down  to  earth.  Toward  this  desirable 
consummation  not  only  business  men  could  contribute,  but  the  state 
could  do  its  part,  not  by  fixing  prices  and  wages,  nor  by  public  owner- 
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ship  and  excessive  control  of  industry,  but  by  laying  down  the  rules 
of  the  game  and  seeing  to  it  that  they  were  enforced  in  every  particu- 
lar and  altered  as  changing  conditions  might  require.  Thus  a  de- 
sirable synthesis  and  harmony  would  be  brought  about  between  the 
principles  of  laissez  faire  and  social  control,  and  this  balance  also 
should  be  attended  by  most  desirable  results. 

Charles  E.  Persons. — Professor  Carver's  proposal  suggests  sev- 
eral highly  important  prerequisites.  Before  we  achieve  a  balanced 
economic  system  there  must  be: 

1.  Substantial  equality  of  possessions  in  land  and  capital  goods, 
for  there  will  not  be  that  "equality  of  prosperity"  which  is  "the  first 
sign  or  symptom  of  a  balanced  industrial  system"  so  long  as  one  class 
may  add  to  the  income  derived  from  the  sacrifice  of  labor  an  income 
of  rent,"  or  interest,  or  both.  Nor  yet  will  the  "marginal  productivity" 
of  labor  be  approximately  the  same  in  each  and  every  occupation,  at 
least  if  measured  in  the  utility  of  the  goods  produced,  so  long  as  one 
set  of  laborers  produces  goods  of  luxury  for  satiated  capitalists  and 
landlords  while  others  produce  goods  of  necessity  for  capital-less  and 
land-less  workers. 

2.  The  laborers  who  are  to  receive  power  because  of  their  scarcity 
must  become  possessed  of  knowledge  and  wisdom  commensurate  with 
the  power  attained.  A  "voice  in  the  management  of  business"  will  not 
be  given  laborers,  however  scarce,  unless  it  is  reasonably  certain  that 
they  will  not  ignorantly  or  recklessly  exercise  their  powers.  To  do 
so  would  reduce  our  system  from  balance  to  chaos.  Careful  study  of 
the  history  of  labor  will  suggest  that  labor's  claims  have  been  recog- 
nized to  the  degree  that  they  have  displayed  wisdom  in  proportion 
to  their  demands.  Of  equal  necessity  to  this  growth  of  wisdom  on 
the  part  of  labor  is  education  of  the  present  capital  and  landlord 
classes  to  welcome  the  proposed  changes.  The  Black  Death  operated 
as  a  powerful  force  inclining  the  scale  toward  a  proper  balance,  but 
we  nowhere  read  that  the  ruling  and  possessing  classes  either  appre- 
ciated or  welcomed  the  change;  and  recent  events  are  full  of  sugges- 
tions that  this  part  of  the  necessary  education  preceding  a  balanced 
industrial  system  is  still  incomplete. 

3.  This  is  to  be  a  balancing  up.  Not  down  to  the  "ribbon  clerks  and 
preachers"  but  up  to  the  "cooks  and  capitalists"  is  the  direction  of  the 
balancing  process.  It  is  prosperity,  not  poverty,  which  is  to  be  dif- 
fused. This  is  to  say  again  that  through  education  there  is  to  be 
general  ability  joined  to  high  standards  of  living,  which  result  in  less 
rapidity  of  reproduction  and  a  scantier  labor  supply.  This  is  a  propo- 
sition affecting  not  the  few  but  the  many.  We  are  to  reach  and  lift, 
not  the  prosperous  10  per  cent,  but  the  90  per  cent  less  prosperous  in 
our  population. 

4.  Like  all  schemes  for  social  amelioration,  this  balanced  industrial 
system  is  backed  by  a  certain  social  philosophy.  Before  it  comes  into 
successful  operation  society  must  be  permeated  by  this  doctrine.     We 
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may  permit  ourselves  a  glance  into  the  prophetic  future  when  the  so- 
cial philosophers  building  on  the  efforts  of  the  past  continue  the  bal- 
ancing process,  progressively  reducing  the  labor  sacrifice  by  continu- 
ally increasing  dependence  on  scientific  utilization  of  the  land  supply 
and  an  expanding  supply  of  capital  goods  of  excellence  and  all-per- 
vading presence  not  yet  suspected.  Here  is  a  field  for  speculation 
truly  exhilarating !  How  much  would,  or  should,  men  labor  when  pros- 
perity is  diffused?  The  answer  will  perhaps  depend  on  the  degree  of 
our  acceptance  of  the  "workshop"  philosophy. 

The  crux  of  the  suggestion  contained  in  Professor  Carver's  stimu- 
lating paper  seems  to  lie  in  the  possibility  of  attaining  a  greater — 
indeed  a  great — measure  of  equality  in  the  abilities  of  men.  Pros- 
perity, freedom,  and  power  are  all  to  be  diffused.  This  will  hardly 
come  to  pass  until  the  average  man  can  say  to  the  ruling  and  possessing 
classes,  with  truth  as  he  now  frequently  does  with  heat,  and  has  said 
for  many  past  generations:  "By  what  authority  do  you  withhold  these 
good  things  for  yourselves  ?  Am  I  not  equally  capable  and  deserving 
with  you.^  Will  not  mankind  gain  equally  with  myself  if  these  gifts 
are  bestowed  on  me?"  In  point  of  fact  the  answer  to  these  questions 
has  always  been:  "No"  and  will  continue  to  be  "No"  until  ability  and 
wisdom  go  with  discontent. 

Can  such  ability  be  diffused?  It  would  be  a  rash  man  who  would 
answer  confidently  that  it  could  in  any  brief  space  of  time,  or  yet  that 
it  could  be  completely  done  in  generations  or  centuries.  Consider  the 
population  of  our  backward  sections,  the  dregs  of  a  mobile  popula- 
tion, and  our  millions  of  illiterate  immigrants  of  whom  a  large  per- 
centage come  from  the  most  backward  countries  of  Europe.  Add  to 
these  our  millions  of  negroes,  ignorant,  care  free,  and  with  lamentably 
low  standards  of  living.  We  have  no  certain  nor  convincing  evidence 
as  yet  of  the  part  played  by  heredity  in  perpetuating  these  classes, 
and  with  them  our  ill-balanced  social  system.  Passing  that  and 
granting  to  education  the  largest  scope  and  an  immensely  enlarged 
field,  we  are  yet  faced  with  the  difficulties  inherent  in  the  social  in- 
heritance. Children  are  born  into  homes,  families,  and  environments 
such  as  their  parentage  suggests  and  supplies.  We  cannot  incubate  a 
new  generation,  watch  over  it  with  brooding  care  during  its  infancy, 
and  hand  it  over  to  our  educational  agencies  untainted  by  contact  with 
our  ill-balanced  social  and  industrial  system.  For  the  earliest  and 
most  impressionable  years  children  are  not  reached  by  the  outside 
force  of  education  and  uplift  at  all.  It  is  diflJicult  to  conceive  that 
they  can  be  so  reached.  Later  they  spend  most  of  their  youthful 
years  under  the  same  home  influence.  If  the  home  and  surroundings 
are  stimulating  in  all  good  things,  the  result  is  very  good.  If  their 
influence  is  narrowing,  deadening  to  ambition,  repressive  to  good  im- 
pulses, lacking  in  educative  effect,  the  result  will  correspond.  And  the 
social  philosopher  must  be  abundantly  armed  with  patience  in  his 
balancing-up  endeavor.  Doubtless  something  could  be  done  at  once 
and  more  rapid  progress  achieved  as  we  gain  wisdom  in  and  through 
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our  endeavors.  We  go  all  the  way  with  Professor  Carver  in  believing 
that  all  gains  are  to  the  good.  But  we  can  only  expect  progress  to  be 
slow  and  results  incomplete. 

The  conclusion  would  seem  to  be  that  the  proposal  under  discussion 
must  dejDend  for  its  realization  on  the  injection  of  a  great  degree  of 
equality  into  our  society  so  far  as  the  ability  to  supply  economic  needs 
goes.  This  is  a  work  of  tremendous  difficulty  and  impossible  of 
achievement  so  far  as  those  qualities  prove  to  depend  on  inheritance. 
Yet  something  can  be  done  and  the  effort,  even  if  slow  in  producing 
results,  is  desirable;  both  for  the  results  obtained  and  for  the  insight 
gained  into  future  lines  of  attack  on  our  inequalities  of  power,  free- 
dom, and  prosperity. 


EMPLOYEES'  REPRESENTATION  IN  MANAGEMENT  OF 

INDUSTRY 

By  Royal  Meeker 
U.  S.  Commissioner  of  Labor  Statistics 

The  multitude  of  causes  making  for  the  general  dissatisfaction  pre- 
vailing among  workers  which  is  called  industrial  unrest,  may  be  com- 
pressed under  three  heads:  (1)  Dissatisfaction  with  their  wages, 
hours,  and  earnings.  A  feeling  on  the  part  of  the  workers  that  they 
are  not  receiving  a  fair  share  of  the  product  of  industry.  A  wide- 
spread belief  that  workers  are  being  exploited  by  owners,  employers, 
and  their  managers.  The  rapid  rise  in  prices  has  greatly  strengthened 
this  belief  even  among  those  workers  who  have  secured  wage  increases 
in  excess  of  increases  in  the  cost  of  living.  Many  thousands  of  work- 
men who  have  profited  greatly  by  the  price  upheavals  of  the  war 
period,  firmly  believe  they  are  worse  off  than  before  the  war,  or  at 
least  that  the  employers  have  gained  more  than  the  workmen  and 
hence  the  workmen  are  being  done  by  the  employers.  (2)  Dissatisfac- 
tion with  the  management  of  industry.  A  feeling  that  not  only  are  the 
workers  being  exploited  but  that  the  "enterprisers"  are  not  as  enter- 
prising and  their  managers  not  as  capable  as  has  been  commonly  sup- 
posed. Work  is  made  needlessly  monotonous  and  uninteresting  and 
production  is  thereby  curtailed.  The  workers  feel  that  industries  are 
being  conducted  from  a  distance  by  men  who  have  little  or  no  first 
hand  knowledge  of  conditions  and  who  do  not  understand  the  workers' 
point  of  view,  knowledge,  and  capacity.  These  grievances  are  due  in 
larger  part  to  big  business  organization  which  has  brought  about  what 
may  justly  be  called  "absentee  landlordism"  in  industry.  (3)  Dissatis- 
faction with  the  nature  of  their  work.  A  feeling  that  industry  is  a 
treadmill  for  workers  of  all  kinds,  but  especially  for  manual  workers, 
and  that  the  opportunities  of  successful  and  permanent  escape  into 
managerial,  employing,  and  capitalistic  positions  are  scarce  and  grow- 
ing scarcer  every  day. 

Through  collective  bargaining  workers  have  long  exercised  a  greater 
or  less  degree  of  control  over  wages,  hours,  and  conditions  of  labor. 
During  the  war  the  principle  of  collective  bargaining  was  of  necessit}'^, 
albeit  in  many  cases  rather  grudgingly,  recognized  by  all  employers 
engaged  on  direct  government  work  or  in  the  production  of  essentials. 
The  Quartermasters  Corps,  the  Ordnance  Office,  the  Emergency  Fleet 
Corporation  of  the  Shipping  Board,  the  National  War  Labor  Board, 
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the  Fuel  Administration,  and  many  other  government  agencies,  sought 
to  secure  greater  and  more  continuous  production  by  means  of  collec- 
tive agreements  covering  wages  and  hours  and  by  establishing  commit- 
tees to  represent  the  workers  in  dealing  with  the  management  on  shop 
conditions.  Since  the  signing  of  the  armistice,  government  control 
over  industry  has  been  either  abandoned  or  greatly  relaxed  and  indus- 
trial warfare  has  grown  more  extensive  and  more  bitter.  The  elephan- 
tine governmental  machines  built  and  set  up  to  adjust  labor  disputes 
were  clumsy  and  cumbersome,  and  ofttimes  worked  against  each  other 
so  that  a  labor  adjustment  made  by  one  agency  produced  labor  mal- 
adjustment in  all  other  fields.  Each  agency  dealing  with  labor  was 
a  law  unto  itself.  The  terms  cooperation,  coordination^  and  correlation 
were  heard  on  every  hand  until  they  became  a  weariness  to  the  flesh, 
but  the  labor  adjustors  seldom  were  able  to  cooperate,  coordinate,  or 
correlate  anything.  I  do  not  say  this  in  the  spirit  of  caviling  criticism. 
No  one  is  to  be  blamed.  On  the  contrary,  great  praise  is  due  to  those 
who,  in  spite  of  constitutional  inhibitions  and  public  indifference,  suc- 
ceeded in  partially  organizing  our  industrial  chaos.  It  is  greatly  to  be 
regretted  that  these  men  were  not  able  to  formulate  a  national  labor 
policy  for  war  to  be  continued  in  peace.  Probably  if  the  war  had 
continued  four  more  years  a  national  labor  policy  must  have  been 
worked  out,  with  the  administration  centered  in  one  national  Industrial 
Commission  or  in  a  series  of  commissions,  one  for  each  industry.  Nu- 
merous district  boards  to  take  care  of  local  disjDutes  would  have  been 
necessary  under  either  system.  Of  course,  no  one  would  be  willing  to 
have  the  war  prolonged  for  four  days,  even  to  secure  such  a  highly 
desirable  result  as  the  establishment  of  a  national  system  of  adjusting 
labor  grievances  and  determining  industrial  policies  on  a  democratic 
basis.  We  can  only  hope  that  the  terrors  of  peace  will  be  as  potent  as 
the  horrors  of  war  in  compelling  the  Bolsheviki  of  the  right  and  of 
the  left  to  come  together  on  a  reasonable  compromise. 

Absentee  landlordism  is  as  bad  in  the  field  of  economics  as  in  the 
field  of  politics.  Labor  unrest  in  the  present-day  meaning  of  the  term 
is  a  natural  and  inevitable  result  of  the  industrial  revolution,  machine 
production,  absentee  ownership  of  industrial  establishments,  and  the 
centering  of  industrial  management  in  the  hands  of  managers  of  finance 
whose  offices  are  in  the  big  banks  and  office  buildings  of  the  centers  of 
finance  and  trade.  Strikes  in  the  modern  sense  were  practically  un- 
known until  industrial  units  had  grown  to  such  a  size  as  to  erect 
formidable  barriers  between  the  workers  on  the  one  side  and  the  re- 
sponsible owners  and  managers  on  the  other.     The  spirit  of  antago- 
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nism  against  the  absentee  ownership  of  farms  in  Kansas  and  Nebraska 
and  other  Northwestern  states,  which  culminated  in  the  Farmers'  Al- 
liance and  Populist  movements,  manifests  itself  today  against  the 
absentee  owners  of  industry. 

Lack  of  interest  in  work  grows  out  of  absentee  ownership.  The  ab- 
sent industrial  landlords,  interested  only  or  principally  in  dividends, 
employed  experts,  scientific  managers,  to  produce  a  substitute  for  the 
old-time  workman's  interest  in  his  work.  The  scientific  managers  have 
been  attacked  so  violently  and  so  frequently  that  I  feel  obliged  to 
apologize  for  referring  at  this  point  to  the  most  obvious  and  funda- 
mental error  contained  in  their  original  program.  The  scientific  man- 
agers did  not,  in  the  beginning  of  the  efficiency  movement,  differentiate 
between  the  workman  and  the  machine  or  tool  with  which  he  worked. 
Men  and  machines  were  to  be  made  to  do  each  operation  the  "easiest" 
way,  that  is,  with  the  least  lost  motion  and  expenditure  of  effort.  The 
scientific  managers  have  not  yet  grasped  fully  the  difference  between 
a  man  and  a  machine  and  the  economy  of  making  use  of  the  heads  of 
the  workers  as  well  as  their  arms  and  legs.  A  good  deal  is  said  about 
the  worker's  psychology,  as  though  the  worker  were  some  strange  wild 
beast  with  a  peculiar  psychology  all  his  own,  quite  different  from  the 
psychology  of  employers  and  managers.  It  is  because  the  psychology 
of  the  worker  is  the  same  as  the  psychology  of  the  employer  and  the 
manager  that  strikes  and  lockouts  occur  with  such  distressing  fre- 
quency. 

If  we  grant  that  a  works  manager  has  more  brains  and  knowledge 
than  any  of  the  employees  under  his  direction,  he  should  be  able  to 
organize  and  plan  the  work  so  that  if  the  workmen,  instead  of  follow- 
ing their  own  devices,  follow  the  plan  laid  out,  the  output  would  be 
bettered  both  in  quantity  and  quality  while  the  physical  energy  ex- 
pended to  attain  this  output  would  be  lessened.  The  theoretical  ideal 
of  maximum  output  with  minimum  expenditure  of  effort  which  can  be 
figured  out  by  mathematical  formulae  and  pictured  on  charts,  is  never 
attained  in  practice.  A  much  more  imperfect  layout,  which  leaves 
much  to  the  ingenuity  and  initiative  of  the  individual  workmen,  in  prac- 
tice almost  always  achieves  much  better  results.  A  man  will  willingly 
work  much  harder,  expend  much  more  energy,  and  be  much  less 
fatigued  working  on  a  job  which  he  has  a  part  in  planning,  and  for  the 
results  of  which  he  is  responsible.  The  present-day  movement  for  in- 
dustrial democracy  is  a  partial  recognition  of  the  fundamental  psy- 
chological phenomenon  that  industrial  fatigue  is  not  simply  an  engi- 
neering question  to  be  stated  mathematically  in  foot  pounds  per  hour 
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or  even  a  physiological  question  having  to  do  with  calories  burned  up 
in  the  body.  Work  is  hard  primarily  because  it  is  uninteresting  and 
monotonous^  or  easy  because  it  demands  ingenuity  or  skill.  Para- 
doxical as  it  seems,  the  way  to  make  work  easier  is  to  make  it  harder 
by  requiring  more  of  the  workmen.  The  mental  application  required 
or  the  muscular  effort  put  forth  has  little  to  do  with  the  hardness  of 
a  job.  In  so  far  as  scientific  management  has  resulted  in  merely 
breaking  processes  up  into  their  component  parts^  segregating  so  far 
as  possible  the  purely  muscular  and  mechanical  operations  from  the 
creative  and  planning  functions,  so-called  "efficiency"  has  resulted  in 
the  most  disastrous  inefficiency.  The  "easier"  specific  operations  or 
fractions  of  operations  have  been  made,  the  harder  they  have  become. 
All  the  efforts  of  the  scientific  managers  and  efficiency  experts  to 
arouse,  increase,  and  maintain  the  interest  of  the  workman  in  his  work 
are  bound  to  be  fruitless  unless  the  work  itself  is  made  interesting. 
The  worker  must  be  called  upon  to  use  his  head  in  planning  as  well 
as  his  hands  and  feet  in  executing  his  work,  if  contentment  is  to  be 
attained  in  industry. 

During  the  war  the  scarcity  of  workers  and  the  need  to  increase 
output  of  essentials  gave  the  workers  great  power.  Private  employers 
and  governments  were  obliged  to  give  more  consideration  to  the  rights 
and  desires  of  laborers  than  was  ever  given  before.  The  fear  that  em- 
ployees might  use  their  vastly  increased  power  to  seize  political  control 
and  perhaps  revolutionize  and  even  socialize  industry  and  private 
property  led  private  employers  the  world  over  to  experiment  with  dif- 
ferent plans  for  participation  by  employees,  to  some  degree,  in  the 
"management  of  industry."  The  governments  of  the  world,  recogniz- 
ing the  seriousness  of  the  labor  unrest,  have  tried  to  guide  and  control 
the  efforts  of  the  workers  to  secure  more  power  in  the  planning  and 
carrying  out  of  industrial  policies.  Great  Britain  has  been  experiment- 
ing with  the  Whitley  system  of  organizing  industries  into  national  and 
district  joint  industrial  councils  and  works  committees.  National  joint 
industrial  councils  have  been  set  up  in  some  fifty  industries,  besides  the 
councils  established  in  the  government  departments  for  both  manual 
and  clerical  employees.  It  must  not  be  assumed  that  these  industries 
are  fully  organized  under  the  so-called  Whitley  system,  and  that  all 
industrial  unrest  has  become  a  thing  of  the  past.  In  fact  the  national 
joint  industrial  councils  are  analogous  to  the  roof  of  a  house  suspended 
in  mid  air  with  no  supporting  side  walls  or  foundations  upon  which  to 
rest.  Speakers  and  writers  are  wont  to  refer  glibly  to  the  "solution" 
of  labor  unrest  worked  out  and  put  into  practice  in  Great  Britain.    The 
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facts  are  that  only  three  industries  have  set  up  complete  "Whitley  sys- 
tems" of  joint  industrial  representation  of  employers  and  employees 
with  a  national  council  and  district  councils  for  the  industry  and 
works  committees  for  individual  shops,  and  these  three  industries  are 
relatively  insignificant;  namely,  match,  rubber,  and  pottery  manufac- 
turing. I  am  told  that  there  are  only  two  match  factories  in  Great 
Britain.  Rubber  manufacture  increased  in  importance  during  the  war. 
Pottery  is  of  far  more  importance  than  the  other  two  industries,  but 
does  not  rank  with  the  great  basic  industries  of  Great  Britain.  Even 
in  the  three  fully  organized  industries,  the  organization  is  almost  pure- 
ly formal,  being  for  the  most  part  a  paper  organization.  It  must  not 
be  assumed  that  this  interesting  attempt  to  make  industrial  manage- 
ment more  democratic  has  failed.  It  is  merely  in  the  experimental 
stage.  The  system  has  not  been  accepted  by  either  employees  or  em- 
ployers generally.  It  must  not  be  too  hastily  assumed  that  Great 
Britain  has  discovered  a  magic  formula  for  "solving"  all  industrial  un- 
rest. It  might  seem  from  the  wildly  exaggerated  accounts  which  have 
appeared  in  some  quarters  that  the  eager  industrial  alchemists  in  Great 
Britain,  seeking  after  the  industrial  philosopher's  stone,  have  found  in- 
stead the  Blarney  stone!  The  search  has,  however,  only  just  begun 
and  what  if  anything  will  be  found  cannot  yet  be  foretold.  The  ex- 
perts in  the  division  of  the  Ministry  of  Labor  which  is  dealing  with 
these  industrial  councils,  holding  meetings  with  employers  and  em- 
ployees constantly,  and  setting  up  new  national  industrial  councils 
about  every  week,  do  not  proclaim  that  industrial  democracy  has  been 
achieved  and  labor  unrest  solved  by  the  organization  of  national  coun- 
cils. Everything  is  still  in  the  experimental  stage,  with  a  strong  prob- 
ability that  the  first  experiments  will  be,  at  best,  only  partially  suc- 
cessful and  that  only  by  trial  and  error  after  many  experiments  will 
a  solid  basis  of  settlement  be  reached. 

It  was  my  good  fortune  to  be  present  at  the  first  Industrial  Con- 
ference called  by  Premier  Lloyd  George  which  met  in  London,  Febru- 
ary 27  of  this  year.  That  was  a  most  impressive  assemblage,  and  it 
transacted  an  amazing  amount  of  business  in  its  lifetime  of  one  day, 
especially  as  the  whole  forenoon  was  given  up  to  an  oratorical  Donny- 
brook  fair  in  which  everybody  took  a  crack  at  the  Premier's  head, 
while  he  sat  by  and  really  seemed  to  enjoy  the  proceedings.  As  a 
result  of  this  first  Conference  a  joint  committee  consisting  of  thirty 
representatives  of  employers  and  thirty  representatives  of  employees 
was  appointed.  This  committee  reported  on  April  4,  recommending 
the  establishment  of  a  permanent  Industrial  Conference,  made  up  of 
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representatives  of  employers  and  employees,  to  meet  annually  or  at  the 
call  of  the  government  and  to  advise  the  government  in  matters  of 
industrial  policy.  It  vfas  intended  to  be  a  sort  of  Industrial  Parlia- 
ment or  Advisory  Council.  Its  recommendations  will  have  no  binding 
force,  but  they  may  and  probably  will  be  very  illuminating  and  help- 
ful to  the  political  government.  This  extra-legal  Industrial  Parlia- 
ment is  merely  another  industrial  experiment.  It  may  eventually  help 
to  solve  the  problem  of  industrial  unrest,  but  it  hasn't  done  so  yet. 
The  four  biggest  trade  union  organizations  have  refused,  or  at  least 
have  refrained  from,  sending  representatives  to  the  Permanent  In- 
dustrial Conference,  namely,  the  Textile  Workers,  the  Engineering 
Trades,  the  National  Union  of  Railwaymen,  and  the  General  Work- 
ers' Union.  The  employers  who  deal  with  these  union  men  are  also 
holding  aloof. 

In  our  own  country  as  contrasted  with  Great  Britain,  nothing  so 
ambitious  nor  so  well  thought  out  has  been  tried.  During  the  war 
numerous  "shop  committees,"  giving  a  measure  of  representation  to 
the  workers,  were  set  up  in  many  establishments,  but  no  permanent 
nation-wide  organization  was  created  to  tie  these  shop  committees  into 
a  system,  unless  perhaps  the  Shipping  Board  and  the  Railroad  Admin- 
istration may  be  spoken  of  as  permanent  bodies. 

The  plans  to  bring  the  employees  into  closer  relations  with  their 
employers  by  means  of  "shop  stewards,"  "shop  committees,"  "works 
councils,"  or  other  means  is  often  hailed  as  the  dawn  of  a  new  democ- 
racy in  industry.  It  is  new  as  compared  with  ten  years  ago  or  even 
five  years  ago ;  but  it  can  not  be  too  emphatically  stated  that  democracy 
in  industry  is  not  a  discovery  of  the  great  world  war.  In  fact,  with 
all  the  shop  committees  and  works  councils  of  today,  we  have  much 
less  democracy  in  industry  than  obtained  forty  years  ago  or  even  in 
the  Middle  Ages,  or  at  any  time  before  the  introduction  of  power- 
driven  machinery  with  its  tendency  to  segregate  the  employers  and 
managers  from  their  employees.  The  shop  committee  is  the  present- 
day  attempt  to  restore  some  of  the  democracy  lost  through  machine 
industry  and  big  business.  While  it  is,  of  course,  impossible  that  there 
can  ever  be  as  complete  democracy  in  a  large  plant  as  in  a  small  plant, 
it  is  often  true  that  the  workers'  committees  of  the  large  plants  are 
able  to  secure  better  conditions  and  more  consideration  for  the  work- 
ers than  the  workers  are  able  to  secure  for  themselves  in  the  smaller 
plants. 

The  different  types  of  shop  committees  and  works  councils  in  this 
country  which  I  have  been  able  to  examine  may  be  divided  into  three 
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pretty  distinct  groups,  namely:  (1)  Closed  Shop  Committees  of  union 
trorkmen  chosen  exclusively  by  union  men  affiliated  with  national  or 
international  unions;  (2)  Open  Shop  Committees  composed  of  workers 
chosen  by  the  votes  of  all  workers  who  have  been  employed  in  the 
shop  the  required  period  of  time;  (3)  Open-Closed  Shop  Committees 
chosen  by  all  workers  qualified  to  vote  in  a  shop  that  is  closed  against 
trade  unions  and  which  may  or  may  not  have  a  local  plant  or  corpora- 
tion organization  of  the  workers.  There  is  a  monotonous  sameness  in 
the  constitutions  and  by-laws  or  plans  of  organization  within  each  of 
these  three  groups.  There  is  in  fact  little  fundamental  variation  in  the 
published  statements  of  the  objects  sought  and  the  plans  of  organiza- 
tion as  between  group  and  group.  This  sameness  in  descriptive  lan- 
guage makes  tabulation  of  the  hundreds  of  shop  committee  plans  easy 
and  the  results  of  such  tabulation  perfectly  useless  or  rather  utterly 
misleading.  I  have,  therefore,  made  no  attempt  to  enumerate  the  dif- 
ferent kinds  of  shop  committees  as  to  their  attitude  toward  trade 
unions.  Each  plan  and  even  each  shop  committee  must  be  studied  in 
order  to  find  out  just  how  democratic  it  is  and  whether  it  is  working 
as  the  employers  and  managers  say  it  is.  The  trade  unions  naturally 
enough  want  all  shop  committees  to  be  tied  up  to  the  national  craft 
organizations.  The  huge  majority  of  employers  in  this  country  are, 
and  always  have  been,  opposed  to  labor  organizations.  The  Presi- 
dent's first  Industrial  Conference  came  to  a  deadlock  on  the  question 
of  the  right  of  employees  to  organize  and  to  choose  representatives  to 
deal  with  the  management.  The  employer  group  in  the  Conference 
must  be  taken  as  representing  the  majority  of  employers  the  country 
over.  The  speeches  made  by  these  representative  employers  were 
often  difficult  to  understand^  but  their  attitude  of  mind  was  never  for 
a  moment  in  doubt.  They  had  been  driven  by  hard  experience  to 
abandon  individual  bargaining  with  each  employee  and  tn  accept  col- 
lective bargaining,  but  they  vigorously  maintained  their  right  to  dictate 
the  terms  of  the  collective  bargain.  These  employers  conceded  the 
right  of  workers  to  organize  in  a  given  plant  and  to  be  represented  by 
representatives  chosen  from  among  the  employees  of  that  plant,  pro- 
vided the  representatives  so  chosen  were  agreeable  to  the  management 
of  said  plant.  The  trade  unionists  on  the  other  hand  insisted  upon 
the  right  of  the  workers  to  choose  the  representatives  whom  they 
thought  could  best  speak  for  them  and  make  clear  their  needs  and 
wishes. 

It  is  interesting  to  note  that,  respecting  labor  organization,  the  posi- 
tion of  organized  employers  and  employees  is  exactly  reversed  in  Great 
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Britain  as  compared  with  the  United  States.  We  are  today  exactly 
where  the  British  were  about  thirty  years  ago.  The  question  of  na- 
tional unions  versus  plant  unions  was  fought  out  in  Great  Britain  and 
won  by  the  workers.  British  employers  were  obliged  to  accept  the 
result  and  bargained  collectively  with  the  representatives  of  the  na- 
tional unions.  During  the  war  the  workers  rebelled  against  this  sys- 
tem, insisting  that  wages,  hours,  and  shop  conditions  should  be  nego- 
tiated for  each  shop  by  the  local  shop  committees.  The  employers 
stood  up  valiantly  for  the  established  order,  and  insisted  that  they 
would  have  nothing  to  do  with  local  shop  committees,  but  would  bar- 
gain collectively  only  with  truly  responsible  and  representative  bodies, 
the  executives  of  the  national  trade  unions.  American  employers, 
equally  valiant  for  the  established  order,  will  have  nothing  to  do  with 
irresponsible,  unrepresentative  officials  of  national  trade  unions  and 
insist  on  bargaining  collectively  with  representatives  of  the  workers 
who  know  the  local  situation  and  who  are  chosen  from  the  shop  where 
a  dispute  is  pending,  provided  always  that  these  worker  representatives 
fulfill  the  employers'  ideas  of  a  bona  fide  representative.  One  of 
the  biggest  questions  to  be  settled  is  whether  employees'  representa- 
tion is  to  be  local  and  under  the  direct  control  and  domination  of  the 
employer,  or  whether  it  is  to  be  nation  or  world  wide  and  under  the 
control  of  the  workers  themselves,  or  whether  the  general  public  will 
insist  on  being  a  party  to  every  collective  agreement  so  as  to  prevent 
the  employers  and  the  employees  from  agreeing  too  agreeably  and 
charging  the  bill  to  the  ultimate  consumer. 

As  to  function,  most  shop  committees  deal  with  grievances^  working 
conditions  (i.e.  safety,  sanitation,  and  hygiene),  wages  and  hours  of 
labor,  and  methods  of  wage  payments.  Oftentimes  a  different  shop 
committee  is  created  to  deal  with  each  separate  function  coming  under 
the  general  head  of  industrial  relations.  As  to  participation  in  man- 
agement of  industry  in  the  true  sense  of  the  term,  there  is  as  yet  prac- 
tically none  in  the  United  States.  A  great  many  general  managers 
and  directors  of  personnel  say  the  employees  have  been  taken  into 
partnership  and  are  taking  part  in  the  management  of  the  business 
like  true  industrial  democrats.  No  doubt  these  managers  and  directors 
honestly  think  they  have  achieved  industrial  democracy ;  but  in  the  sys- 
tems of  employee  representation  which  I  have  been  able  to  examine, 
the  still  small  voice  of  the  General  Manager  could  be  heard  very,  very 
distinctly  above  the  roar  of  the  shop  committee  whirlwind  or  the  crash 
of  the  works  council  earthquake.  I  do  not  say  that  the  existing  shop 
committees  have  done  nothing  to  democratize  industry.     They  have 
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and  they  are^  in  my  opinion,  to  be  heartily  commended  and  given 
every  encouragement.  As  indicated  above,  a  few  establishments  have 
progressed  to  the  point  where  the  employees'  voices  do  have  some 
weight  in  determining  policies  and  methods  and  in  planning  work. 

As  to  the  method  by  which  representatives  of  workers  are  chosen 
to  the  shop  committees,  there  are  almost  as  many  different  plans  as 
there  are  different  plants  having  such  plans.  The  plan  by  which  rep- 
resentation or  participation  of  the  employees  is  secured  is  of  little  im- 
portance compared  to  the  scope  of  the  functions  which  the  committees 
or  representatives  of  the  workers  are  permitted  or  are  able  to  exercise, 

A  bigger  question  even  than  that  of  how  collective  bargains  are  to  be 
made  and  who  are  to  be  parties  thereto  is  the  question  of  the  scope 
and  content  of  the  collective  bargain  itself.  The  radical  trade  union- 
ists of  Great  Britain,  and  to  a  much  less  extent  of  the  United  States, 
are  insisting  that  the  workers  shall  take  a  larger  and  larger  share  in 
management,  until  ultimately  all  or  at  least  the  more  important  in- 
dustries shall  be  conducted  by  the  workers.  A  few  interesting  experi- 
ments in  employees'  management  are  already  being  tried  out  in  Great 
Britain, — for  example,  the  John  Dawson  works  at  Newcastle-on-Tyne, 
under  the  managership  of  Mr.  Leonard  Humphrey.  Mr.  Humphrey 
started  with  nothing  and  built  up  a  very  profitable  aeroplane  factory 
during  the  war.  He  is  or  was,  when  I  interviewed  him^  the  manag- 
ing director  of  the  John  Dawson  Company.  The  company  consisted 
of  all  the  employees  of  the  factory.  The  books  of  the  company  are 
open  to  the  representatives  of  the  employees  so  that  they  know  at  all 
times  the  costs  of  raw  materials,  machines,  tools,  and  labor,  the  al- 
lowance for  depreciation  and  obsolescence,  and  the  selling  price  of  the 
finished  products.  The  workers  own  collectively  50  per  cent  of  the 
stock  of  the  company;  the  other  50  per  cent  is  owned  by  Mr.  Hum- 
phrey. While  the  workers  can  not  therefore  fire  Mr.  Humphrey  if 
they  should  become  dissatisfied  with  him,  still  they  could  break  up 
the  company.  They  had  no  desire  to  do  so  when  I  was  in  England, 
because  they  felt  that  they  really  were  helping  to  manage  a  very  suc- 
cessful enterprise,  and  that  Mr.  Humphrey  was  the  best  manager  ob- 
tainable. During  the  war  Mr.  Humphrey  paid  wages  above  the  scale 
for  all  trades  employed  in  the  John  Dawson  factory.  The  working 
day  was  reduced,  if  I  remember  correctly,  to  eight  hours  per  day  and 
forty-four  hours  per  week.  Mr.  Humphrey  said  production  per  day 
and  per  week  had  increased  remarkably,  and  it  was  his  intention  to 
reduce  the  working  day  to  six  hours.  After  the  signing  of  the  armi- 
stice the  factory  took  up  the  manufacture  of  high  grade  furniture  and 


98  American  Economic  Association 

pianos  in  addition  to  the  manufacture  of  aeroplanes  for  commercial 
uses.  This  factory  is  one  of  the  few  bona  fide  experiments  in  indus- 
trial democracy. 

Several  obvious  criticisms  veill  at  once  come  into  the  minds  of  all. 
First,  John  Davrson  was  a  war  baby,  and  granting  that  industrial  dem- 
ocracy may  be  a  fine  pabulum  for  war  babies,  it  may  disagree  with 
peace  babies.  This  may  well  be.  Many  experiments  can  be  safely 
made  with  a  super-prosperous  enterprise  that  would  result  fatally 
with  a  minimum-of-subsistence  enterprise.  Again,  the  class  of  work- 
ers attracted  by  the  high  wages  paid  at  the  John  Dawson  works  was 
no  doubt  much  above  the  average.  While  an  industrial  democracy 
might  be  conducted  by  these  picked,  intelligent  men,  it  might  fail  if 
it  fell  into  the  hands  of  the  ordinary  average  workmen.  If  every  em- 
ployer started  to  John  Dawsonize,  the  result  might  be  industrial  chaos 
as  bad  or  worse  than  that  we  experienced  as  a  result  of  the  cost-plus 
contracts  for  building  cantonments,  ships,  factories,  uniforms,  and 
other  things. 

Of  all  the  many  hundreds  of  systems  of  "industrial  democracy" 
which  I  have  studied,  very  few  give  promise  of  accomplishing  much 
in  the  way  of  winning  the  enthusiastic  support  of  the  workers,  be- 
cause little,  if  any,  additional  authority  over  or  responsibility  for 
methods  and  results  is  accorded  them.  In  the  great  majority  of  plans, 
the  workers  are  permitted  only  to  participate  in  managing,  under 
safeguards  and  direction  or  at  least  suggestion  from  above,  matters 
of  safety,  sanitation,  benefit  funds,  and  other  "welfare"  activities.  No 
eager  enthusiastic  response  from  the  workers  can  be  expected  from 
such  ultra-conservative  adventures  in  industrial  radicalism.  I  do  not 
mean  that  these  plans  are,  in  the  great  majority  of  cases,  insincere 
schemes  intended  to  deceive  the  worker  into  thinking  he  is  being  taken 
into  partnership  when  he  is  really  only  being  "taken  in."  Nothing  of 
the  sort.  I  think  employers  in  general  sincerely  desire  to  make  con- 
cessions to  labor.  Of  course,  they  want  to  concede  as  little  as  is  abso- 
lutely necessary  to  prevent  the  spread  of  those  radical  things  with 
the  fearsome  Russian  names.  Perhaps  as  time  goes  by  the  workers 
will  be  given  the  opportunity  to  demonstrate  that  they  are  worthy  of 
greater  responsibilities  and  capable  of  more  constructive  contributions 
to  industrial  management.  None  of  the  shop  committees  and  works 
councils  has  been  operating  long  enough  to  warrant  generalizations 
about  future  developments.  As  a  worker  and  a  student  I  feel  that 
there  is  a  tremendous  latent  creative  force  in  the  workers  of  today 
which  is  not  being  utilized  at  all.     This  force  may  be  likened  to  the 
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force  of  the  waves  and  the  tides  of  the"  ocean.  No  engineer  has  as  yet 
been  able  to  devise  a  practical  method  for  utilizing  the  giant  strength 
of  the  sea;  but  every  industrial  engineer  with  any  imagination  what- 
soever dreams  of  the  day  when  this  giant  will  be  harnessed  and  made 
to  do  the  work  of  the  world.  Perhaps  it  is  not  and  never  will  be  eco- 
nomically feasible  to  harness  the  sea.  It  is  likewise  possible  that 
human  nature  is  fundamentally  so  constituted  that  it  never  will  be 
practicable  to  utilize  the  good  will,  enthusiasm,  and  creative  power  of 
the  workers — to  substitute  leadership  for  drivership  in  industry.  It 
may  be  that  industrial  peace  on  earth  is  unattainable,  and  that  indus- 
trial war  is  the  natural  state  of  man ;  but  I  do  not  believe  it.  Anyhow, 
it  is  worth  a  thorough  trial  in  order  to  find  out  whether  the  workers^  if 
given  responsibility  in  industrial  management,  will  become  so  interested 
in  their  work  that  they  won't  have  time  to  be  restless. 

During  and  immediately  after  the  war,  employers  wei-e  alarmed  at 
the  thought  of  the  power  of  the  radical  labor  movement.  The  collapse 
of  the  railway  strike  in  Great  Britain  and  the  failure  of  the  British 
miners  to  win  out  on  the  nationalization  of  the  coal  mines  have  greatly 
cheered  employers  everywhere.  The  relative  industrial  calm  in  France, 
Belgium,  and  Germany  also  has  had  a  marked  eifect.  In  our  own  coun- 
try the  longshoremen's  strike,  the  printers'  strike,  the  steel  workers' 
strike,  and  the  coal  miners'  strike  have  greatly  weakened  the  influence 
of  the  radical  laborite  and  socialist  leaders,  while  they  certainly  have 
not  strengthened  the  conservative  trade  unionists.  I  think  it  is  per- 
fectly obvious  that  the  wild  stampede  on  the  part  of  employers  to  set 
up  "shop  committees"  and  "works  councils"  and  to  proclaim  the  dawn 
of  the  new  day  of  "Industrial  Democracy"  is  over.  From  now  on  few 
new  plans  will  be  set  up.  Probably  many  plans  already  created  will 
be  abandoned  or  allowed  to  perish  by  atrophy.  The  sincere  attempts 
to  enlist  the  sympathy  and  help  of  the  workers  in  bringing  about  in- 
dustrial peace,  however,  will  continue  and  will  be  gradually  perfected. 

I  am  not  much  interested  in  the  possibility  of  the  workers  owning, 
managing,  and  operating  all  industries  or  even  the  more  important  ones. 
At  the  present  moment  we  are  not  in  sight  of  that  consummation.  It 
must  be  conceded  that  the  worker  who  has  served  long  enough  in  a 
plant  to  have  acquired  a  special  skill  in  doing  his  work,  even  if  it  is 
only  shoveling  slag  or  wheeling  a  barrow,  has  invested  something  in 
that  industry  and  that  plant,  and  that  he  has  thereby  acquired  a  right 
to  have  his  views  as  to  the  conditions  surrounding  his  job  considered 
by  the  management.  A  means  should  be  provided  whereby  he  may 
present   any  grievance   or   any   suggestion  he  may   have  to  make  to 
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somebody  representing  the  management.  He  may  get  turned  down. 
None  of  us  ever  gets  all  he  wants  or  asks  for.  But  every  worker  ought 
to  have  the  right  to  give  his  views  on  industrial  matters  just  as  he  has 
the  right  to  express  his  views  on  political  or  religious  matters.  The 
workers  will  not  be  satisfied  merely  to  express  views.  They  want  the 
assurance  that  their  views  will  be  given  more  than  a  perfunctory  con- 
sideration. No  class  of  people  is  more  responsive  to  fair,  open-handed 
dealing  than  the  workers.  If  their  proposals  are  discussed  openly  with 
them  and  shown  to  be  impracticable,  or  inexpedient  for  the  time,  they 
have,  almost  invariably,  been  quite  ready  to  vote  for  the  rejection  of 
their  own  proposals. 

There  is  a  vast  gulf  fixed  between  expressing  an  opinion  about  the 
shape  of  the  handle  of  the  shovel  one  uses  for  heaving  slag  or  the 
desirability  of  having  a  glee  club  rather  than  a  debating  society,  and 
the  planning  and  routing  of  work,  devising  methods  and  determining 
upon  the  tools,  machines,  and  processes  for  making  the  finished  pro- 
duct in  a  big  plant.  I  insist  that  the  management,  even  scientific 
management,  has  not  a  monopoly  of  all  the  brains  in  an  establishment. 
The  workers  themselves  can  and  do  contribute  much  in  the  planning 
and  doing  of  the  work.  What  is  of  vastly  more  importance  than  the 
increase  in  production  as  a  result  of  utilizing  the  latent  intelligence, 
ingenuity,  and  enthusiasm  of  the  workers,  is  the  increase  in  content-  ■ 
ment.  Here  is  a  vast  source  of  industrial  power  which  has  been  cut 
off,  isolated  by  the  transformation  of  little  business  into  big  business. 
It  will  be  difficult  to  tap  this  source,  but  tap  it  we  must  if  we  are  to 
continue  anything  resembling  the  present  industrial  organization  with 
its  large  scale  production.  The  good  will  of  the  workers  is  a  much 
more  potent  force  making  for  industrial  efficiency  than  all  the  scien- 
tific management  formulas  and  systems  of  production.  There  is  no  in- 
herent reason  why  the  good  will  of  the  workers  should  not  go  hand  in 
hand  with  scientific  management.  Until  now  the  workers  have  had 
only  antagonism  for  scientific  management  because  the  scientific  man- 
ager never  asked  them  for  their  opinions  or  ideas, — he  only  told  them 
what  they  were  expected  to  do  and  the  workers  promptly  did  some- 
thing else.  I  have  already  said  workers  are  not  different  from  em- 
ployers. That  is  precisely  what  ails  them.  If  employers  will  deal 
fairly  and  squarely  with  their  employees,  let  them  know  all  about  the 
business  except  only  those  technical  processes  which  must  be  kept 
secret,  and  take  them  into  a  real  partnership,  production  will  be  enor- 
mously improved  both  in  quantity  and  quality.  This  may  be  just  an- 
other way  of  saying  that  when  the  millennium  comes  there  will  be  no 
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industrial  unrest  for  there  will  be  no  industry,  no  employers,  and  no 
employees.  Before  abandoning  ourselves  completely  to  pessimism  and 
despair  we  should  at  least  try  the  experiment  of  giving  the  workers  a 
real  voice  and  responsibility  in  management. 

In  all  discussions  of  employees'  representation  too  mucli  emphasis  is 
placed  on  production  and  not  enough  on  distribution  and  consumption 
of  the  product.  The  interest  of  the  worker  in  increasing  production  is 
bound  to  wane,  no  matter  how  many  representatives  he  may  have  on 
shop  committees  and  works  councils,  no  matter  how  much  dependence 
is  placed  upon  him  in  planning  and  carrying  out  his  work,  if  in  the 
division  of  the  product  he  does  not  get  or  believes  he  does  not  get  his 
fair  share.  The  share  due  to  labor  as  a  whole  and  to  each  individual 
laborer  is  impossible  of  exact  determination.  The  concept  of  economic 
law  as  a  force,  as  compelling,  as  universal,  as  immutable,  and  as  uner- 
ring as  the  law  of  gravitation,  is  beautiful  but  it  doesn't  get  us  any- 
where. If  there  is  an  economic  law  working  uninterruptedly  to  adjust 
the  economic  reward  of  each  member  of  society  in  accordance  with  his 
economic  merit,  or,  in  other  words,  in  proportion  to  his  contribution  to 
the  economic  product,  it  remains  hidden  beyond  the  ken  of  the  labor 
statistician  and  administrator.  Practically  the  share  of  labor  is  deter- 
mined by  the  bargaining  strength  of  the  workers. 

Of  course,  if  the  workers  are  to  be  admitted  to  participation  in  man- 
agement, they  must  participate  to  some  extent  in  the  losses  as  well  as 
the  gains  of  industry.  A  practical  method  of  payment  would  be  to 
guarantee  for  each  position  a  minimum  wage  which  must  be  paid  re- 
gardless of  any  losses  which  the  business  may  suffer.  In  addition  to 
the  minimum,  a  bonus  should  be  provided  varying  according  to  the 
contribution  of  the  workers  in  cutting  down  labor  costs,  in  reducing 
costs  of  management,  in  decreasing  spoilage  of  material,  in  decreasing 
wear  and  tear  on  machines  and  tools,  in  improving  quality  of  product, 
in  increasing  business  or  in  any  other  way.  This  would  obviate  the 
objection  to  most  bonus  schemes  that  the  worker  is  penalized  or  re- 
warded for  the  inefficiency  or  the  good  judgment  of  the  managers. 

Democracy,  if  it  is  not  to  perish  from  the  earth,  must  be  organized 
for  efficiency.  It  must  become  far  more  efficient  than  it  ever  has  been 
at  any  time  in  the  past.  We  are  told  that  democracy  has  just  won  a 
tremendous  victory  over  autocracy.  Our  rejoicings  must  be  tempered 
by  the  remembrance  of  the  awful  cost  of  the  victory  in  lives  shattered 
and  snuflfed  out,  in  wealth  squandered  and  destroyed,  in  the  chaos 
which  has  been  unloosed  on  the  earth.  When  we  count  up  the  costs  we 
do  not  feel  too  confident  of  the  fullness  of  this  victory  nor  too  secure  in 
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its  beneficent  results.  The  victors  suffered  far  greater  losses  both  in 
men  and  in  material  wealth  than  the  vanquished.  Democracy  won  by 
sheer  weight  of  numbers  and  of  wealth.  Had  not  autocracy  been  di- 
vided against  itself  it  could  not  have  been  overthrown  by  the  partial 
and  inefficient  democracies  which  opposed  it.  In  order  to  win,  dem- 
ocracy was  driven  to  adopt  autocratic  methods  and  practices, — meth- 
ods and  practices  which  still  persist  and  fill  democrats  with  appre- 
hension. A  speedy  readjustment,  political  and  industrial,  on  a  more 
democratic  basis  is  necessary.  The  few  feeble^  tottering  steps  which 
we  have  taken  on  the  road  toward  democracy,  both  political  and  in- 
dustrial, will  not  and  can  not  be  retraced.  The  evils,  shortcomings, 
and  imperfections  of  our  present  democracy  can  not  be  eradicated  by 
reverting  to  autocracy  which  we  have  in  part  shaken  off.  The  cure 
for  democracy  is  more  not  less  democracy. 


EMPLOYEES'   PARTICIPATION   IN  MANAGEMENT- 
DISCUSSION 

Colonel  Harry  B.  Jordan. — The  labor  problem  at  government 
establishments  has  a  number  of  conditions  attached  to  it  concerning 
which  the  average  business  man  has  little  conception.  In  connection 
with  the  talk  that  I  have  been  requested  to  make  on  the  Works  Or- 
ganization at  the  Rock  Island  Arsenal,  I  desire  to  bring  these  points 
out  fully  so  that  their  bearing  on  the  subject  may  be  clear.  They  are: 
(1)  qualifications  for  employment;  (2)  conditions  of  employment  and 
privileges;  (3)  conditions  of  discharge. 

I.  Qualifications  for  Applicants  for  Employment 

All  civilian  employees  of  the  Ordnance  Department  obtain  their  em- 
ployment by  application  to  the  local  Civil  Service  Board  stationed  at 
each  governmental  establishment  or  to  the  Secretary  of  the  District 
Civil  Service  Board.  The  local  Civil  Service  Board  at  each  ordnance 
establishment  is  composed  of  three  persons :  an  officer,  one  of  the  classi- 
fied employees,  and  the  Secretary  of  the  Civil  Service  District  in  which 
the  ordnance  establishment  is  located.  Applicants  for  employment 
must  be,  in  the  case  of  males,  between  the  ages  of  eighteen  and  fifty- 
five  and,  in  the  case  of  females,  between  eighteen  and  forty-five  on  the 
date  of  filing  papers.  The  applicant  in  submitting  his  papers  for  any 
position  must  pass  a  physical  examination,  the  record  of  which  is 
spread  on  the  application.  The  applicant  must  be  an  American  citi- 
zen, and  no  person  can  be  considered  who  has  been  indicted  or  con- 
victed for  any  crime  or  misdemeanor,  unless  a  full  record  of  the  case 
is  spread  on  the  record  and  a  statement  from  the  trial  judge,  showing 
the  evidence  of  such  person's  subsequent  good  moral  character  and 
repute,  furnished.  All  applications  filed  with  the  local  Civil  Service 
Board  are  rated  and  the  selection  in  case  of  vacancy  must  be  from 
among  the  first  three  persons  on  the  list.  The  civil  service  rules  no- 
where make  any  mention  of  unions  or  organized  labor  and  the  depart- 
ment does  not  concern  itself  with  the  labor  affiliations  of  an  employee 
or  the  prospective  employee;  neither  does  it  concern  itself  with  refer- 
ence to  religion,  the  lodges  to  which  a  man  may  belong,  or  any  similar 
matters.  The  employees  are  taken  on  under  civil  service  rules,  they 
are  maintained  under  civil  service  rules,  and  are  discharged  under  civil 
service  rules. 

II.  Conditions  of  Employment  and  Privileges  Obtained  Thereby 
Hours  of  Labor. — The  first  eight-hour  law  was  passed  in  1868.     In 
1892,  1912,  and  1913  laws  were  enacted  which  extended  the  applica- 
tion of  the  eight-hour  day.    The  law  provides : 

That  the  service  and  employment  of  all  laborers  and  mechanics  who  are 
now  or  may  hereafter  be  employed  by  the  government  of  the  United  States,  by 
the  District  of  Columbia,  or  by  any  contractor  or  sub-contractor  upon  a  public 
work  of  the  United  States  or  the  District  of  Columbia  ...  is  hereby  limited 
and  restricted  to  eight  hours  in  any  one  calendar  day. 
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If  in  an  emergency  it  is  necessary  to  employ  a  man  for  more  than 
eight  hours,  he  is  entitled  to  time  and  one-half  for  overtime  on  ordi- 
nary working  days  and  double  time  on  certain  holidays.  In  every 
case  where  a  per  diem  employee  is  worked  for  more  than  six  days  a 
week  or  eight  hours  a  day,  an  explanation  must  be  submitted  to  the 
Secretary  of  War  showing  the  urgent  necessity  therefor;  in  other 
words  the  hours  of  labor  are  so  strictly  confined  to  eight  per  day  that 
it  is  a  very  hard  matter  to  employ  anyone  for  a  longer  period  of  time. 

Annual  leave. — In  1901  a  law  was  passed  by  Congress  which  de- 
clares : 

That  each  and  every  employee  of  the  navy  yards,  gun  factories,  naval  sta- 
tions, and  arsenals  of  the  United  States  government  be  and  is  hereby  granted 
fifteen  working  days  leave:  Provided,  that  it  shall  be  lawful  to  allow  pro- 
rata leave  only  to  those  serving  twelve  consecutive  months  or  more  and,  Pro- 
vided further,  that  in  all  cases  the  heads  of  departments  shall  have  discretion 
as  to  the  time  when  the  leave  can  be  best  allowed  without  detriment  to  the 
service  and  that  absence  on  account  of  sickness  shall  be  deducted  from  the 
leave  hereby  granted. 

On  August  29,  1916,  this  law  was  superseded  by  the  present  law, 
which  provides: 

That  each  and  every  employee  of  the  navy  yards,  gun  factories,  naval  sta- 
tions, and  arsenals  of  the  United  States  government  is  hereby  granted  thirty 
days  leave  of  absence  each  year  without  forfeiture  of  pay  during  such  leave: 
Provided  further,  that  it  shall  be  lawful  to  allow  the  pro-rata  leave  only  to 
those  serving  twelve  consecutive  months  or  more,  and  Provided  further,  that 
not  more  than  thirty  days  leave  with  pay  shall  be  allowed  any  such  employee 
in  one  year:  Provided  further,  that  this  provision  shall  not  be  construed  to 
deprive  employees  of  any  sick  leave  or  legal  holidays  to  which  they  may  be 
entitled  under  existing  law. 

In  the  Ordnance  Department  there  is  no  allowance  made  at  arsenals 
for  the  sick  leave  of  any  employee, — consequently  the  amount  of  leave 
given  under  this  law  does  not  exceed  the  amount  mentioned,  thirty 
days. 

Holidays. — In  addition  to  the  thirty  days  leave,  by  various  acts 
Congress  has  authorized  the  absence  of  employees  from  work  on  cer- 
tain days  which  in  the  acts  have  been  declared  holidays,  and  has  or- 
dered full  pay  for  these  days,  which  are  January  1,  February  22, 
July  4,  December  25,  Memorial  Day,  Labor  Day,  and  Thanksgiving 
Day, — seven  days  in  all.  In  addition  the  President,  under  date  of 
June  9,  1914,  has  directed  that  from  June  15  to  September  15  of  each 
year,  four  hours  shall  constitute  a  day's  work  on  Saturday  for  all 
clerks  and  other  employees  of  the  federal  government  wherever  lo- 
cated. This  means  that  the  Saturday  afternoons  in  question  are 
granted  as  holidays  with  full  pay.  During  the  year  1919,  this  gave 
thirteen  half  holidays ;  in  other  words  six  and  one-half  days.  It  is 
therefore  apparent  that  during  the  year  1919  arsenal  employees  re- 
ceived a  total  of  forty-three  and  a  half  days  leave  with  full  pay.  In 
other  words,  an  employee  of  the  Ordnance  Department  can  work  dur- 
ing a  365  day  year  a  possible  313  days,  but  he  actually  works  2691/^ 
and  receives  pay  for  313.  Please  appreciate  fully  that  this  leave  U 
granted  by  acts  of  Congress  and  that  the  administrative  officers  of  the 
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Ordnance  Department  or  any  other  executive  department  of  the  gov- 
ernment have  absolutely  no  voice  in  the  matter  whatever. 

Wages. — The  Ordnance  Department  is  circumscribed  in  its  action  by 
1  emulations  governing  the  fixing  of  wages.  There  is  no  law  covering 
v/age  rates  for  mechanics  and  laborers  in  the  War  Department,  but  by 
custom  and  precedent  established  through  a  long  period  of  years  the 
matter  has  crystallized  into  a  regulation  which  governs  the  Ordnance 
Department  and  which  states : 

That  the  Commanding  Officer  shall  make  diligent  inquiry  of  the  private 
manufacturing  establishments  in  the  vicinity  of  his  post,  which  in  his  opinion 
should  best  furnish  the  comparison  desired  as  to  rates  of  pay  paid  to  the 
workingmen  of  different  grades  in  each  trade  or  occupation  for  work  of  a 
similar  nature  and  grade  to  that  done  at  his  Arsenal  and  resembling  it  as 
nearly  as  possible. 

The  vicinity  to  be  consulted  is  to  be  taken  as  the  region  lying  within 
a  boundary  sufficient  to  insure  similarity  of  conditions  of  employment 
and  living  to  those  at  the  point  where  the  effort  to  fix  the  wages  is  be- 
ing made.  In  considering  the  wages  paid  for  similar  work  by  different 
manufacturers,  attention  must  be  given  to  the  size  of  the  establishment, 
amount  of  work  turned  out,  nature  of  the  material  and  tools  in  use,  «nd 
the  standard  established  for  and  the  degree  of  conformity  thereto  that 
may  be  exacted  in  the  completed  article;  all  of  which  points  influence 
the  compensation  given  workmen  of  even  a  similar  grade  at  different 
factories.  In  other  words,  the  Ordnance  Department  shall  pay  its  em- 
ployees in  any  given  line  of  work  the  same  amount  of  pay  for  an  eight 
hour  day  that  a  man  on  this  line  of  work  obtains  outside  in  commercial 
establishments  for  nine  or  ten  hours.  The  rate  of  pay  shall  not  be  a 
matter  over  which  the  Commanding  Officer  exercises  any  discretion 
other  than  that  of  carefully  ascertaining  what  the  prevailing  rate  in 
commercial  establishments  doing  work  similar  to  that  at  his  establish- 
ment is. 

In  this  connection  in  the  case  of  machinists,  toolmakers,  and  work- 
men in  allied  trades  at  the  Rock  Island  Arsenal,  the  Secretary  of  War 
has  directed  that  in  addition  to  such  establishments  in  the  tri-cities  of 
Davenport,  Rock  Island,  and  Moline  which  do  similar  work,  shops  en- 
gaged in  comparable  work  in  Chicago  shall  be  considered ;  and  that 
rates  in  Peoria,  Monmouth,  and  other  small  towns  in  the  neighborhood 
of  Rock  Island  Arsenal  shall  not  be  consulted  as  the  living  conditions 
in  those  towns  are  not  comparable  to  the  living  conditions  in  the  tri- 
cities.  In  other  words,  it  is  held  that  the  living  conditions  in  the  tri- 
. cities  more  nearly  approach  those  in  Chicago  and  therefore  the  rates 
of  pay  in  Chicago  and  the  tri-cities  only  shall  be  used.  That  is  to  say 
that  "the  vicinity"  means  the  tri-cities  plus  Chicago. 

The  operation  of  the  Compensation  Act  in  case  of  disability  due  to 
accident  or  injury  in  the  course  of  employment  is  also  a  very  valuable 
consideration  to  the  workman,  as  it  gives  him  free  medical  treatment 
and  pay  during  such  disability.  Another  condition  which  the  work- 
ingman  considers  in  obtaining  government  employment  is  that  its  con- 
tinuity is  practically  assured.     Of  course,  this  would  not  apply  to  war 
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work  nor  to  the  size  of  the  present  force  at  Rock  Island  Arsenal, 
which  can  not  be  definitely  fixed  until  Congress  passes  its  appropria- 
tion for  next  year,  based  on  the  size  of  the  Army  it  intends  to  support. 
The  force  now  at  the  Rock  Island  Arsenal  is  about  7600  people.  In 
my  opinion  this  will  be  reduced  to  about  3000  during  the  next  fiscal 
year.  In  other  words,  it  will  be  reduced  to  a  skeleton  organization  for 
munitions  and  such  other  governmental  manufactures  as  the  Secretary 
of  War  or  other  governmental  agencies  may  turn  over  to  it. 

III.  Conditions  of  Discharge 
The  law  in  connection  with  discharge  states : 

In  making  removals  or  reductions  or  any  other  punishment,  like  penalties 
shaU  be  imposed  for  like  offenses  and  no  discrimination  shall  be  exercised  for 
political  or  religious  reasons.  No  jierson  in  the  classified  civil  service  shall  be 
removed  except  for  cause,  and  he  shall  be  furnished  with  copy  of  the  charges 
preferred  against  him,  allowed  a  reasonable  time  to  answer  these  charges,  and 
a  copy  of  the  charges,  notice  of  hearing,  answer,  reasons  for  removal,  and  the 
order  for  removal  shall  all  be  made  a  part  of  the  records  of  proper  oflBce. 

This  sounds  really  more  formidable  in  the  case  of  an  employee  than  the 
necessary  action  in  any  case  really  is.  If  an  emploj^ee  is  guilty  of  an 
offense  which  justifies  action,  he  has  a  report  slip  put  in  against  him 
and  is  given  a  full  chance  to  submit  an  explanation.  The  action  of  the 
reviewing  authority  is  placed  thereon  and  in  case  dismissal  is  neces- 
sary he  is  discharged  and  copies  of  all  records  attached  to  his  retained 
record  card. 

You  see  therefore  that  the  officer  commanding  an  arsenal  is  limited 
and  governed  in  his  selection  of  employees  by  civil  service  rules.  He 
is  guided  in  his  handling  of  the  hours  of  labor  and  wages  by  civil 
service  rules.  He  is  guided  and  directed  in  the  leave  which  he  gives 
to  his  employees  by  congressional  action,  and  he  is  guided  in  the  dis- 
charge, removal,  or  punishment  of  his  employee  by  civil  service  rules. 
Wages  and  hours  of  labor  are,  of  course,  the  heart  of  the  industrial 
relations  problem;  but  the  removal  of  these  from  the  action  of  a  gov- 
ernmental department  still  leaves  many  questions  of  industrial  rela- 
tionship to  be  considered.  Back  of  all  questions  raised  by  employees 
there  lies  the  basic  need  for  a  better  means  of  conference  and  communi- 
cation between  the  emploj^er  and  the  employee.  At  all  ordnance  es- 
tablishments any  employee  has  a  full  right  to  bring  his  special  prob- 
lems or  troubles  to  anyone  of  the  following  persons  who  are  listed  in 
the  order  of  their  authority:  Foreman,  Master  Workman,  Officer  in 
Charge,  Commanding  Officer,  Chief  of  Ordnance,  Secretary  of  War, 
President  of  the  United  States.  This  is  to  say  nothing  of  his  con- 
gressional representative,  perhaps  one  or  two  senators  as  well.  This 
right  is  guaranteed  by  the  First  Amendment  to  the  Constitution  of  the 
United  States,  which  reads :  "Congress  shall  make  no  law  .  .  . 
abridging  .  .  .  the  right  of  the  people  ...  to  petition  the  govern- 
ment for  the  redress  of  grievances." 

In  all  of  the  older  ordnance  establishments  employees'  committees 
of  one  kind  or  another  had  come  into  existence,  although  they  rarely 
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represented  more  than  a  single  craft  interest  and  they  had  grown  up 
in  the  older  atmosphere  when  employees  were  supposed  to  confer  with 
the  management  only  when  grievances  were  to  be  aired.  They  offered 
only  intermittent  contact  between  the  management  and  the  employees 
and  that  contact  at  a  time  when  differences  of  opinion  already  existed. 
These  committees  and  individuals  acting  under  their  constitutional  right 
frequently  took  matters  to  higher  authorities  in  Washington  and  else- 
where. Of  course,  all  such  complaints  and  statements  eventually  came 
back  to  the  Arsenal  Commander  for  his  side  of  the  question,  and  this 
method  of  handling  matters  in  no  way  expedited  settlement,  but  on 
the  contrary  delayed  it,  simply  creating  additional  causes  of  friction. 

The  thought  that  governed  me  in  approving  the  Works  Organiza- 
tion which  has  been  installed  at  the  Rock  Island  Arsenal  was  that  we 
should  begin  with  the  conception  that  differences  between  the  employer 
and  employee  are  not  irreconcilable  and  that  the  building  of  a  Works 
Organization  should  not  be  based  on  a  foundation  of  grievance  com- 
mittees and  arbitration  committees.  The  approach  to  the  tyj>e  of 
organization  desired  was  one  that  should  come  from  the  conception  that 
both  the  management  and  the  men  have  interests  in  common,  and  that 
industry  and  its  corollary,  production,  will  suffer  much  by  failing  to 
gain  the  cooperation  of  the  intelligent  and  experienced  workers  in  the 
immediate  problems  with  which  they  are  directly  concerned.  To  bring 
about  this  condition  the  Works  Organization  must  provide  an  easy  and 
continuous  method  of  conference  between  the  management  and  the 
workers  and  at  the  same  time  give  the  employees  the  full  democratic 
right  to  select  their  representatives.  The  organization  at  Rock  Island 
Arsenal  meets  these  requirements.  It  gives  a  plain  statement  of  its 
cause  for  existence  when,  in  the  order  establishing  it,  it  says:  "In 
order  to  establish  a  definitely  organized  means  of  communication  and 
conference  between  the  management  and  the  employees  of  the  Rock 
Island  Arsenal,  the  following  plan  is  adopted." 

This  plan  takes  absolutely  no  administrative  responsibility  from  the 
management  of  the  Arsenal  and  yet  at  the  same  time  it  provides  a 
means,  a  known  prescribed  channel,  by  which  any  one  of  the  employees 
can  bring  a  matter  in  which  he  is  interested — and  understand  me  that 
this  does  not  mean  grievances  in  hundreds  and  hundreds  of  cases — 
to  the  proper  person  whom  he  can  consult  with  regard  to  it. 

IV.  Works  Organization 

The  organization  of  Rock  Island  Arsenal  is  readily  divisible  into 
thirteen  departments  and  the  Works  Council  is  based  on  departmental 
representation.  The  Works  Council  is  composed  of  three  elected  rep- 
resentatives from  each  of  the  thirteen  departments,  these  representa- 
tives being  elected  by  secret  ballot.  This  secret  ballot  is  entirely  con- 
trolled by  the  employees;  the  only  part  the  management  has  in  it  is 
that  it  provides  a  timekeeper  in  association  with  the  two  employee 
judges  who  certifies  to  an  employee's  eligibility  to  vote  in  a  given 
shop.     No  employee  of  less  than  eighteen  years  of  age  and  with  less 
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than  six  months  service  is  entitled  to  vote  and  no  representative  is 
eligible  to  election  unless  he  has  served  one  year  at  the  Arsenal.  No 
employee  who  has  the  power  of  recommending  employment,  promo- 
tion, or  discharge  is  eligible  to  act  as  a  departmental  representative. 
These  thirty-nine  elected  representatives  form  the  Central  Council,  and 
the  Chairman  of  this  Central  Council  with  four  members  of  the  Coun- 
cil are  chosen  to  meet  with  the  Commanding  Officer  and  four  of  his 
principal  assistants  as  a  Joint  Conference  Committee.  From  the  body 
of  the  Central  Council  are  selected  two  members  of  the  Council  for 
each  of  the  standing  committees  necessary  for  the  transaction  of  busi- 
ness. The  two  members  of  each  standing  committee  meet  regularly 
each  week  with  two  representatives  of  the  management  as  a  joint 
standing  committee  for  conference  on  all  matters  related  to  the  sub- 
jects assigned  to  that  committee.  At  the  present  time  there  are  thir- 
teen outstanding  committees  of  the  Central  Council,  one  for  each  of  the 
following  subjects:  Production,  Employment,  Working  Conditions, 
Shop  Expense,  Rates  of  Pay^  Arsenal  Orders,  Shop  Discipline,  Promo- 
tions and  Discharges,  Inventions,  Safety  and  Sanitation^  Statistics, 
Instructions,  and  Recreation. 

Departmental  representatives  may  be  recalled  by  the  usual  proced- 
ure. Council  members  are  eligible  for  duty  on  only  one  standing  com- 
mittee of  the  Council  unless  otherwise  agreed  upon  by  the  Joint  Con- 
ference Committee.  To  enable  the  Joint  Conference  Committee  to  have 
an  expression  of  opinion  of  the  employees  as  a  whole  or  of  any  depart- 
ment that  may  be  affected  by  a  certain  question,  it  has  been  provided 
that  a  referendum  may  originate  with  either  the  management  or  the 
Central  Council  or  with  the  constituencies.  The  request  must  be  pre- 
sented in  writing  to  the  Central  Council,  thence  it  is  sent  to  the  Joint 
Conference  Committee  for  action.  The  Council  will  later  refer  the 
question  as  formulated  by  the  Joint  Conference  Committee  to  the  de- 
partment or  departments  interested  if  such  action  is  necessary. 

The  three  representatives  of  each  department  are,  of  course,  in  con- 
tact with  the  management  representative  of  that  department,  and  on 
all  minor  matters  may  confer  with  him.  When  a  workman  has  a  mat- 
ter which  he  wishes  to  discuss  or  a  complaint  which  he  desires  to  sub- 
mit he  first  takes  it  up  with  his  foreman.  If  he  and  the  foreman  can 
not  come  to  an  understanding  or  it  is  beyond  the  jurisdiction  of  the 
foreman  to  give  a  decision,  he  so  informs  the  man  and  the  man  may 
then  discuss  his  case  with  one  of  the  departmental  representatives  to 
be  selected  by  him.  If  a  departmental  representative  feels  that  it  is 
a  matter  which  should  be  taken  up  he  discusses  it  with  the  foreman  or 
the  officer  in  charge — in  other  words,  with  the  highest  authority  in  the 
department — and  if  no  action  can  be  taken,  the  matter  tlien  goes  to  the 
proper  standing  committee  for  its  action  and  recommendations ;  the 
civilian  or  officer  in  charge  of  the  department  and  the  selected  depart- 
mental representative  automatically  becoming  members  of  the  standing 
committee.  If  groups  of  employees  desire  to  have  matters  considered 
the  same  procedure  is  followed.     If  a  standing  committee  cannot  arrive 
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at  a  recommendation  and  comes  to  an  impasse,  the  matter  is  referred 
to  the  Joint  Conference  Committee;  and  if  deemed  by  it  of  sufficient 
importance  it  is  passed  on  to  the  Central  Council  with  a  request  for  an 
expression  of  opinion  or  recommendation  to  guide  the  Joint  Confer- 
ence Committee  in  its  decision.  The  Joint  Conference  Committee  meets 
once  in  two  weeks.  Frank  full  discussion  of  all  matters  brought  up  be- 
fore it  takes  place.  So  far  no  matter  has  been  forwarded  for  the  action 
of  higher  authority  with  one  exception, — the  rate  of  fare  to  be  charged 
on  the  street  cars  on  the  Arsenal,  on  which  the  Joint  Conference  Com- 
mittee could  not  arrive  at  a  decision  satisfactory  to  both  the  manage- 
ment and  the  employees.  This  was  referred  to  the  Commanding  Officer 
of  the  Arsenal  and  by  him  to  the  Chief  of  Ordnance  for  final  decision. 
The  joint  standing  committee  sj'stem  with  the  weekly  meetings  of  the 
Central  Council  and  the  bi-weekly  meetings  of  the  Joint  Conference 
Committee  makes  possible  speedy  conference  on  all  matters  and  insures 
continuity  and  growth  of  experience  and  the  development  of  a  consis- 
tent policy. 

I  think  it  may  be  accepted  as  a  fundamental  proposition  in  our  gov- 
ernment establishments  that  the  development  of  any  form  of  work- 
ers' organization  must  not  be  used  in  opposition  to  trade  unionism.  On 
this  basis  only  can  a  better  relation  between  employer  and  employee 
be  worked  out.  The  hearty  cooperation  of  the  employees  of  Rock 
Island  Arsenal  could  never  have  been  gained  had  they  not  been  con- 
vinced of  the  fairness  of  the  Ordnance  Department  towards  trade 
unions  as  well  as  to  all  employees.  The  trade  unionist  has  been  per- 
fectly frank  in  stating  his  position  of  distrust  towards  works  organi- 
zations ;  he  has  frankly  said  that  his  hostility  to  such  councils  is  due 
to  the  many  times  they  have  been  used  to  weaken  unionism,  and  he 
has  in  many  cases  made  such  organizations  ineffectual  when  facts  have 
justified  his  belief.  I  know  of  no  ulterior  motives  in  the  Ordnance 
Department.  The  Department  believes  that  even  in  an  industry  where 
the  employees  are  highly  organized  there  is  still  a  necessity  for  de- 
veloping channels  of  conference  and  communication  with  the  plant. 
In  no  other  way  can  the  innumerable  details  of  industrial  relations  be 
handled  efficiently  and  expeditiously. 

The  relation  of  ordnance  to  the  craft  organization  is  simple  and 
straightforward.  Civil  service  regulations  require  that  there  shall  be 
no  discrimination  against  employees  because  of  their  religious  or  po- 
litical affiliations.  While  pronouncements  on  trade  unionism  are  out- 
side the  province  of  civil  service,  the  policy  of  the  government  during 
the  war  expressly  formulated  by  the  War  Labor  Board  discountenanced 
any  discrimination  because  of  trade  union  affiliations.  Following  this 
policy  the  Ordnance  Department  does  not  permit  the  question  of  union 
affiliation  to  be  asked  of  any  individual.  But  while  there  is  no  ques- 
tioning in  the  ordnance  establishments  of  the  relation  of  the  individual 
to  trade  unionism,  the  craft  organization,  being  a  part  of  the  social 
structure  and  with  a  technical  point  of  view  distinctive  to  each  craft, 
affecting  industry  as  a  whole,  is  welcomed  in  the  presentation  of  that 
point  of  view  to  the  proper  ordnance  officials. 
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The  above  is  the  simple  mechanism  of  the  Rock  Island  Arsenal  plan. 
The  main  features  are  similar  to  innumerable  works  organizations  that 
have  stood  the  tests  of  time  in  England  and  America^  but  greater  sim- 
plicity and  effectiveness  have  been  gained  by  its  simple  mechanism  of 
standing  committees  and  its  mode  of  procedure.  The  works  council 
plan  as  outlined  above  has  the  support,  interest,  cooperation,  and  good 
will  of  the  men,  as  far  as  I  can  ascertain.  It  has  been  in  operation 
too  short  a  time  for  a  final  valuation  either  of  the  system  or  its  results. 
I  can  only  state  that  in  many  ways  justification  of  its  existence  has  been 
shown.  It  has  produced  increased  interest  in  the  work,  as  has  been 
shown  by  innumerable  suggestions  for  improvements,  but  best  of  all, 
in  my  mind,  it  has  provided  a  mechanism  for  taking  care  at  their 
sources  of  the  innumerable  small  matters  which  are  so  important  to  the 
individual  workmen,  and  I  think  it  is  producing  a  discussion  and  set- 
tlement of  departmental  problems  within  a  reasonable  time  instead  of 
postponing  their  settlement  until  dissatisfaction  and  soreness  have  de- 
veloped. Its  purpose  simply  is  to  remedy  a  defect  in  plant  organiza- 
tion, and  my  experience  is  that  it  has  proven  itself  to  be  what  it  was 
intended.  It  is  not  a  cure  or  a  panacea  for  idustrial  ills ;  it  is  simply 
a  means  of  obtaining  organized  team  work  and  I  feel  that  it  is  pro- 
ducing this  result.  It  is  a  cooperative  attempt  to  apply  common  sense 
to  industrial  plant  relationships. 

WiLLARD  E.  HoTCHKiss. — At  the  time  President  Gardner  invited  me 
to  discuss  Dr.  Meeker's  paper  I  made  it  clear  to  him  that  I  should 
not  try  to  reduce  my  thoughts  to  manuscript,  and  I  have  lived  up  to 
this  qualification  of  my  acceptance.  What  I  shall  have  to  say  will  be 
by  way  of  impressions  and  opinions  drawn  from  ray  own  experience, 
but  it  will  not  necessarily  reflect  any  mature  and  systematic  body  of 
views  upon  the  general  subject  before  us. 

Without  specific  reference  to  Dr.  Meeker's  paper,  it  has  seemed  to 
me  that  much  of  the  general  discussion  of  Shop  Representation  has  an 
air  of  unreality  which  largely  impairs  its  value  for  men  who  are  try- 
ing to  deal  with  the  subject  in  a  practical  way.  Considering  that  we 
are  still  in  the  early  stages  of  discussion,  and  that  the  subject  is  one 
of  such  varied  detail,  it  is  not  strange  perhaps  that  our  efforts  to 
generalize  should  have  a  certain  detachment  from  concrete  facts.  Re- 
ferring to  this  characteristic,  if  it  exists,  does  not  imply  hostile  criti- 
cism, and  in  no  sense  should  I  wish  to  focus  any  sort  of  criticism  in 
this  connection  on  Dr.  Meeker's  paper  as  compared  with  other  utter- 
ances in  the  same  field.  It  so  happens,  however,  that  Dr.  Meeker's 
paper  is  the  one  before  us  todaj^,  and  I  am  sure  he  will  not  take  it  amiss 
if  I  illustrate  the  point  I  am  trying  to  make  by  reference  to  some  of 
the  things  he  said. 

In  speaking  of  the  evils  of  absentee  ownership,  Dr.  Meeker  used  an 
expression  something  like  this:  "It  stands  to  reason  that  absentee 
owners  cannot  have  the  same  interest  in  the  men  working  in  their 
plants  as  owners  of  smaller  plants  who  are  on  the  ground  and  in  close 
touch  with  the  plant."     While  I  am  ready  to  agree  with  the  general 
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idea  here  expressed,  it  carries  an  implication  to  which  I  can  agree 
only  in  part. 

The  establishment  of  wholesome  industrial  relations  is  primarily  a 
question  between  management  and  men,  and  the  character  of  manage- 
ment does  not  necessarily  depend  on  who  owns  the  business,  or  where 
he  lives.  To  be  more  specific,  everyone  who  has  had  occasion  to  ob- 
serve the  functioning  of  industrial  relations  in  plants  of  different  char- 
acter will  recognize  at  once  that  we  arc  just  about  as  likely  to  find  a 
high  grade  forward-looking  manager  working  for  absentee  owners 
as  we  are  to  find  such  a  manager  among  plants  in  which  management 
and  financial  control  are  centered  locally  in  the  same  hands.  JNIy  own 
experience  has  been  that  there  is  no  one  quite  so  imjiervious  to  pro- 
gressive ideas  with  respect  to  industrial  relations  as  the  owner-man- 
ager of  a  small  or  moderate  sized  plant  who  developed  his  plant  and 
his  ideas  in  the  last  century,  and  who  has  kept  both  plant  and  ideas 
rigid  ever  since.  I  should  not  go  so  far  as  to  say  that  this  type  is  en- 
tirely iy\)\ca\  of  the  small  plants,  but  I  am  inclined  to  think  that  we 
shall  find  progressive  ideas  coming  out  of  the  large  plants  whose 
ownership  is  widely  scattered,  and  whose  financial  control  is  central- 
ized away  from  the  plant,  quite  as  frequently  as  we  shall  find  it  in  the 
plants  locally  owned  and  managed. 

The  clement  of  unreality  to  which  I  referred  consists  in  this  con- 
nection in  drawing  too  sweeping  generalizations  from  particular  cases. 
Just  now  the  public  instinctively  thinks  of  the  United  States  Steel 
Corporation  as  typical  of  absentee  ownership.  If,  however,  instead  of 
the  Steel  Corporation  we  think  of  any  one  of  a  dozen  or  more  other 
nation-wide  corporations  that  might  be  selected,  we  should  find  not 
only  progressive  management,  but  in  many  of  the  cases  we  should  find 
that  the  inspiration  for  progressive  management  was  coming  from  the 
centers  of  financial  control  in  the  corporations  concerned. 

Another  point  of  unreality  in  the  general  discussion  of  this  subject 
is  the  tendency  to  assume  that  a  man  who  has  not  himself  worked  with 
his  hands  in  the  industry  in  which  he  is  manager,  cannot  take  a  sympa- 
thetic view  of  the  problems  by  which  a  worker  in  that  industry  is  con- 
fronted. I  am  sure  that  every  man  who  has  had  responsible  practical 
experience  in  dealing  with  industrial  relations  will  agree  with  me  that 
of  all  the  bigoted,  arrogant,  and  dictatorial  managers  in  the  land,  none 
are  quite  so  arrogant  as  the  arrogant  group  among  those  who  have  re- 
cently risen  from  the  ranks. 

Lest  these  observations  appear  captious  and  immaterial^  let  me  make 
it  quite  plain  that  I  am  bringing  them  into  the  discussion  in  no  cap- 
tions spirit.  My  thought  is  merely  to  emphasize  what  to  my  mind  is  a 
very  real  danger  of  too  sweeping  and  too  early  generalization  in  mat- 
ters in  which  specific  experience  to  date  is  fairly  evenly  balancedj  and 
hence  cannot  be  said  to  point  in  any  one  direction. 

I  do  not  wish  merely  to  emulate  Sir  Roger  de  Coverly  by  observing 
that  "there  is  much  to  be  said  on  both  sides."  As  a  positive  thought  I 
should  like  to  urge  the  wisdom  of  centering  attention  on  questions  of 
industrial-relations  management  and  of  not  troubling  ourselves  over- 
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much  with  ownership,  excejit  in  so  far  as  the  ownership  factor  affects 
particular  cases  which  come  up  for  solution.  We  do  well,  I  think,  to 
look  for  progress  in  industrial  relations  management  wherever  we  can 
find  it,  and  to  forget  whether  the  plants  from  which  the  contributions 
come  are  owned  in  one  place  or  another. 

Passing  to  a  phase  of  the  subject  in  which  I  find  myself  in  com- 
plete accord  v/ith  Dr.  Meeker,  let  me  emphasize  a  point  which  clearly 
it  was  his  intention  to  make,  and  that  is  that  mechanism  can  never 
bring  us  salvation.  There  is  a  very  real  danger  that  we  shall  have  our 
attention  focussed  on  this  contrivance  and  that,  and  forget  that  we  are 
dealing  with  matters  of  spirit  and  not  of  form. 

The  spirit  in  which  shop  representation  is  introduced  is  as  I  see  it 
the  first  essential  to  its  successful  development.  Unless  the  idea  pro- 
ceeds from  a  spirit  of  reciprocal  obligation  and  regard,  it  is  far  better 
not  to  introduce  it  at  all.  It  goes  without  saying  that  shop  represen- 
tation conceived  as  a  weapon  with  which  to  put  the  union  out  of  busi- 
ness is  almost  sure  to  have  the  spirit  of  industrial  warfare;  with  that 
spirit  it  can  scarcely  become  an  instrument  of  industrial  peace.  Such 
an  approach  to  the  problem  is  essentially  insincere  and  unworthy. 

There  is  no  doubt  that  some  employers  have  thought  of  shop  repre- 
sentation as  an  antidote  for  unions.  We  now  have  high  imion  officials 
accepting  this  interpretation  of  the  movement  and  in  consequence  di- 
recting against  it  their  vigorous  opposition.  Whether  this  opposition 
is  deep  seated  among  workers  or  is  a  merely  momentary  challenge  of 
leaders  inspired  by  the  folly  of  extreme  employers  is  not  necessary  to 
discuss  at  this  time.  The  point  that  intelligent  and  sincere  persons 
working  in  this  field  should  keep  perfectly  clear  is  that  shop  repre- 
sentation and  trade  unions  are  in  essence  entirely  compatible.  They 
represent  different  phases  of  the  same  subject. 

It  is  essential  in  these  times  that  management  come  into  harmonious 
working  relations  with  employees.  The  presence  of  a  union  in  an  in- 
dustry or  plant  may  and  will  doubtless  modify  materially  the  form 
which  the  relations  of  the  concern  to  its  employees  will  take.  Ob- 
viously the  questions  that  employers  and  employees  will  discuss  and 
what  they  will  say  about  them  will  to  some  extent  be  influenced  by 
the  relation  of  the  plant  to  the  union.  In  my  judgment,  however,  it  is 
just  as  impossible  for  organized  labor  to  resist  the  efforts  of  employers 
to  come  into  systematic  and  organized  working  relations  with  their 
own  employees  as  it  is  for  employers  by  trying  to  organize  the  em- 
ployees under  a  form  which  they  can  control  to  stop  the  inevitable  and 
necessary  development  of  unions. 

My  own  experience  with  shop  committees  has  been  exclusively  with 
union  committeees.  In  general,  business  agents  of  unions  are  likely  to 
urge  the  inconvenience  and  futility  of  dealing  with  shop  committees  in 
organized  crafts.  Nevertheless  it  is  quite  obvious  that  even  in  a  busi- 
ness operating  under  a  detailed  agreement  with  the  union,  there  are 
numerous  things  for  a  shop  committee  to  do  that  will  result  in  benefit 
for  all  concerned.  Man}'^  of  these  things  will  cover  matters  which  the 
business   ascent  dealins;  with  the  management  could  not  achieve,  and 
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which  would  never  come  within  the  scope  of  his  negotiations.  I  have 
also  found  many  instances  in  which  the  shop  committee  and  business 
agents  working  harmoniously  together  with  management  were  able  to 
achieve  things  which  neither  of  them  alone  could  accomplish. 

The  presence  of  a  functioning  sliop  committee  in  a  union  shop  means 
merely  that  the  business  agent  in  order  to  be  at  the  same  time  useful 
to  the  workers  and  successful  from  the  union  standpoint,  must  be  of 
the  adjusting  rather  than  the  fighting  type.  Shop  committees  or- 
ganized in  good  faith  and  with  the  idea  of  full  cooperation  with  the 
union,  will  result  shortly  in  developing  in  unionized  crafts  an  entirely 
new  type  of  business  agent,  a  business  agent  wlio  will  find  ample 
field  for  his  constructive  activities  in  those  questions  which  involve 
more  than  the  single  plant.  This  type  of  business  agent  will  gradu- 
ally learn  that  his  real  power  is  enhanced  rather  than  crippled  by  not 
injecting  himself  into  problems  which  can  be  settled  amicably  and  in 
full  accord  with  union  standards  within  the  plant.  Such  a  develop- 
ment is  devoutly  to  be  wished. 

By  emphasizing  then  the  compatibility  of  labor  unions  and  shop 
representation  we  can  help  on  the  one  hand  to  eliminate  the  tricky  em- 
ployer who  would  sell  his  employees  a  gold  brick  in  the  form  of  spu- 
rious shop  representation,  and  on  the  other  we  can  help  the  union 
educate  the  meddlesome  and  needlessly  militant  business  agent.  With 
industrial  relations  organized  on  a  peace  basis,  the  business  agent  who 
can  only  function  on  a  war  basis  will  naturally  be  replaced. 

Whether  a  shop  is  union  or  non-union,  complete  freedom  of  ex- 
pression both  in  the  choice  of  representatives  and  with  respect  to 
questions  discussed  is  a  thing  that  must  be  protected  and  carefully 
fostered.  The  scope  of  subjects  covered  by  shop  representatives  and 
the  finality  of  their  decisions  are  questions  upon  which  some  sort  ot 
policy  is  necessary.  Undue  anxiety  about  the  range  of  shop  commit- 
tee activities  will  tend  to  check  that  spontaneity  which  is  the  best 
augury  of  success.  The  detailed  working  out  of  policies  may  safely 
become  a  matter  of  evolution,  and  the  machine  under  which  the  basic 
purpose  of  representation  is  developed  should,  in  my  judgment,  be 
almost  entirely  a  product  of  evolution.  The  nature  of  the  business, 
its  history  and  personnel,  and  the  character  of  industrial  relations  as 
they  develop  under  shop  representation  will  naturally  determine  the 
forms  of  organization. 

Passing  to  the  implications  back  of  the  whole  movement  toward  rep- 
resentation, it  seems  to  me  that  the  problem  which  confronts  us  is 
really  a  problem  of  developing  constitutional  government  in  industry. 
I  believe  we  should  center  our  attention  upon  this  idea,  and  ignore  for 
the  moment  the  question  whether  this  government  is  to  be  at  once  a 
complete  industrial  democracy  or  some  other  constitutional  form. 

One  of  the  criticisms  frequently  urged  against  unions  is  that  they 
represent  government  by  oligarchy,  and  the  question  is  raised  why 
should  we  overthrow  the  autocracy  of  the  employer, — an  autocracy 
which   doubtless   oftener   than   not   is    a   benevolent    autocracy, — why 


114  American  Economic  Association 

should  we  overthrow  autocracy  in  order  to  establish  a  meddlesome 
oligarchy  whose  interests  are  frequently  quite  different  from  the  in- 
terests of  the  workers  for  whom  it  speaks? 

Personally  I  am  not  stirred  by  these  arguments,  nor  am  I  greatly 
concerned  whether  as  a  matter  of  fact  the  representatives  of  the  work- 
ers are  at  any  given  time  selected  on  an  absolutely  democratic  basis.  I 
have  seen  and  experienced  to  my  great  annoyance  some  of  those  oli- 
garchical and  oppressive  features  of  unions  to  which  every  opponent 
of  them  so  readily  directs  attention.  These  features  are  more  promi- 
nent in  unionism  than  they  ought  to  be,  but  they  are  not  the  dominant 
note.  Even  if  they  were,  my  faith  in  the  irresistible  force  of  democ- 
racy is  such  that  I  am  quite  sure  if  we  establish  any  sort  of  orderly 
constitutional  government  in  industry  the  tendency,  in  spite  of  con- 
tinuing abuses  here  and  there,  will  be  for  democracy  to  triumph  in 
the  end.  Any  such  orderly  government  as  it  becomes  effective  will 
give  to  the  workers  more  perfect  and  more  democratic  representation 
as  time  goes  on.  Our  immediate  task  then  is  to  see  that  in  some  ef- 
ficient manner  the  constitutional  and  representative  principle  becomes 
operative,  and  that  the  stage  is  cleared  for  evolution  to  do  the  rest. 

We  can  best  clear  the  stage  by  acknowledging  the  compatibility  and 
the  necessity  both  of  representation  within  the  shop  and  of  national 
unions  in  the  background.  Whether  the  national  union  exerts  its  in- 
fluence directly  or  only  indirectly  upon  a  particular  situation,  whether 
the  members  of  particular  shop  committees  are  also  members  of  unions, 
whether  they  operate  in  union,  non-union  or  mixed,  open  or  closed 
shops,  are  questions  which  the  natural  interplay  of  industrial  forces 
will  determine.  The  great  principle  of  representation  by  representa- 
tives freely  chosen  is  one  that  should  not  be  compromised  by  being 
injected  into  the  controversy  over  the  union  or  non-union  shop. 

There  is  one  detail  in  connection  with  the  thing  that  I  have  called 
"constitutional  government"  to  which  I  should  like  to  call  particular 
attention,  and  that  is  the  iitcessity  that  its  functioning  !^hould  be  con- 
tinuous. In  the  arrangement  under  which  the  men's  garment  industry 
is  operating,  a  provision  is  made  under  the  agreement  with  the  union 
for  the  final  decision  by  an  impartial  tribunal  of  disputes  that  arise 
during  the  life  of  the  agreement.  Experience  with  this  plan  in  a 
single  large  plant  has  been  successful  for  a  decade.  The  plan  is  now 
in  operation  practically  throughout  the  industry,  and  seems  to  be  suc- 
cessfully adapting  itself  to  the  wider  field.  Workers  in  this  industry 
seem  to  have  none  of  the  prejudice  against  arbitration  that  obtains 
among  organized  workers  generally.  As  I  have  tried  to  discover  the 
reason  for  this  friendly  sentiment,  it  has  seemed  to  me  that  it  is 
found  in  the  fact  of  continuous  as  distinct  from  intermittent  arbitra- 
tion. 

An  arbitrator  who  is  injected  into  a  dispute  when  it  becomes  criti- 
cal, who  makes  a  compromise  decision  and  goes  away,  is  not  in  the 
best  position  to  meet  his  obligation  whether  to  the  industry,  to  the 
workers,  or  to  the  public.     The  arbitrator  who  has  to  be  on  hand  to 
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meet  the  difficulties  which  come  up  under  his  decision  tomorrow  and 
next  week,  feels  a  sense  of  responsibility  which  no  improvised  arbitra- 
tion can  produce.  If  the  arbitrator  goes  wrong  he  at  once  becomes  a 
target  not  only  for  the  parties  in  interest,  but  for  the  public  as  well. 

I  see  before  me  Professor  Tufts,  the  arbitrator  in  the  men's  cloth- 
ing industry  of  Chicago.  Employers  and  workers  alike,  in  that  in- 
dustry, have  full  confidence  in  the  wisdom  and  fairness  of  Professor 
Tufts's  decisions.  Such  confidence  has  to  be  based  on  a  sense  of  per- 
manent responsibility  in  my  judgment. 

Constitutional  government  in  industry  must  ultimately  mean  authori- 
tative decision  of  disputes  which  defy  determination  by  the  parties.  It 
must  also  mean  ultimately  authoritative  representation  of  the  public 
when  these  disputes  are  being  settled.  The  relations  between  em- 
ployers and  employees  in  particular  industries  can  be  embodied  in 
basic  agreements  which  will  serve  as  the  institution  on  which  the  in- 
dustrial relations  in  the  industry  concerned  are  founded.  Provision 
for  continuous  impartial  decision  as  to  the  true  meaning  of  such  agree- 
ments may  be  made  a  part  of  the  agreements  themselves,  and  the 
judge  who  is  to  decide  may  also  be  selected  by  agreement  before  dis- 
putes arise.  Such  an  arrangement  will  not  be  subject  to  the  objections 
raised  against  compulsory  arbitration.  The  development  of  compre- 
hensive voluntary  agreements  in  different  industries  and  the  continuous 
impartial  and  authoritative  interpretations  of  them  will  gradually  fur- 
nish the  essential  elements  of  genuine  constitutional  government  in 
industry. 

D.  R.  Stevens. — Dr.  Meeker's  attitude  toward  industrial  repre- 
sentation is  very  fair.  He  evidently  feels  that  industrial  representa- 
tion plans  should  be  given  a  thorough  tryout.  In  his  paper  he  pointed 
out  many  practical  pitfalls  which  can  confront  representation  plans, 
especially  those  plans  where  the  management  is  not  sympathetic  or 
has  introduced  the  plan  for  what  it  can  get  out  of  it. 

Professor  Gardner  in  his  address  last  evening  indicated  that  econo- 
mists can  point  out  what  is  the  trouble  in  the  field  of  industrial  rela- 
tions, but  due  to  their  lack  of  actual  experience  with  industry  it  is 
difficult  for  economists  to  suggest  a  remedy.  I  seemed  to  find  in  Pro- 
fessor Gardner's  speech  an  appeal  for  something  constructive  as  a  so- 
lution of  the  present  day  troubles.  That  is  what  the  industries  are 
now  trying  to  offer.  They  are  trying  to  answer  the  appeal  for  some- 
thing constructive  by  making  a  sincere  attempt  to  solve  labor  problems 
through  fair  industrial  representation  plans. 

I  wish  that  I  might  be  here  not  as  a  representative  of  Goodyear 
but  to  discuss  industrial  representation  in  general.  But  you  have 
asked  me  to  describe  the  Goodyear  plan.  What  we  have  to  offer  at 
Goodyear  is  our  constructive  contribution.  It  is  not  the  last  word 
and  it  is  not  a  panacea  for  labor  trouble.  It  is  our  best  effort  to  date. 
I  do  not  wish  to  appear  before  you  as  one  who  desires  to  make  a 
speech  but  rather  as  one  who  believes  it  is  a  duty  to  explain  to  educa- 
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tors  what  it  is  that  industry  is  trying  to  do.  In  return  we  should  al- 
ways be  glad  to  have  the  educators  visit  us  and  see  at  first-hand  what 
the  effort  is  accomplishing. 

Professor  Blackmar  spoke  of  real  democracy  as  a  spirit  of  fairness 
and  justness.  Unless  we  have  these  we  do  not  have  democracy.  That 
is  what  we  believe  at  Goodyear.  Our  machinery,  the  industrial  rep- 
resentation plan,  is  rarely  used.  The  machinery  is  there  as  a  protec- 
tion for  all  those  who  need  it.  But  if  the  plan  is  working  well  the  ma- 
chinery is  used  but  little. 

Mr.  Whiting  Williams,  after  spending  nine  months  as  a  laborer^  has 
come  back  to  his  office  and  made  one  interesting  statement,  namely, 
that  workingmen  "are  great  detectors  of  bull."  It  is  fully  recognized 
that  unless  industrial  representation  plans  steer  away  from  such  criti- 
cism and  the  criticism  expressed  in  Dr.  Meeker's  word  "piffle,"  that 
they  will  indeed  fail. 

There  has  been  considerable  talk  about  the  words  "industrial  dem- 
ocracy." Now  great  industries  have  not  used  the  words  "industrial 
democracy"  in  their  industrial  representation  plans.  They  have  merely 
used  the  very  simple  terms  of  "employee  representation,"  "shop  com- 
mittees," or  "industrial  representation."  The  only  man  who  has  used 
the  term  "industrial  democracy"  is  Mr.  John  Leitch,  and  he  had  every 
right  to  use  it  as  a  sort  of  trade  mark  or  slogan  to  sell  his  plan.  Al- 
though I  cannot  personally  recognize  his  plan  as  sound  in  all  features, 
nevertheless,  I  have  fully  recognized  that  he  has  done  a  great  deal 
of  pioneer  work  and  long  ago  rushed  in  where  "angels  fear  to  tread" 
and  opened  the  way  for  much  good  to  follow.  Since  his  plan  contains 
a  House  and  a  Senate  he  was  probably  entitled  to  use  the  trade  name 
of  "Industrial  Democracy"  but  the  great  corporations  such  as  the 
Colorado  Fuel  and  Iron  Company,  Standard  Oil  of  New  Jersey, 
DuPont  Powder  Company,  Westinghouse  Electric  and  Manufacturing 
Company,  General  Electric  Company,  International  Harvester  Com- 
pany, Bethlehem  Steel  Company,  Youngstown  Sheet  and  Tube  Com- 
pany, White  Motor  Company,  Goodyear  Tire  and  Rubber  Company, 
United  States  Rubber  Company,  etc.,  are  not  using  the  term  "indus- 
trial democracy."     It  is  too  high-sounding. 

The  Goodyear  plan  was  not  started  on  account  of  fear  of  labor 
trouble.  There  was  no  trouble  in  the  plant  nor  trouble  anticipated 
when  the  plan  was  started.  We  had  a  highly  developed  labor  depart- 
ment, but  we  still  felt  a  lack  of  contact  with  the  men,  and  the  plan 
was  worked  out  with  a  group  of  people  appointed  by  the  management 
and  elected  by  the  men,  which  was  a  very  wise  start.  For  today  the 
plan  is  not  known  as  a  "company"  plan. 

There  are  two  types  of  industrial  representation  plans  in  operation 
in  this  country.  One  is  known  as  the  joint-conference  type,  where  a 
number  of  men  sit  around  the  table  with  an  equal  number  of 
the  management,  and  the  other  is  of  the  governmental  type  with  a 
House  of  Representatives  and  a  Senate  similar  to  those  of  a  state. 
Goodyear  has  adopted  the  latter  type.      It  appeals  to  Goodyear  be- 
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cause  it  tends  to  break  down  class  distinction.  Instead  of  having  the 
two  classes,  capital  and  labor,  or  even  the  milder  words  men  and 
management,  wc  have  tried  to  work  out  an  industrial  state,  if  you  can 
visualize  such  an  ideal,  where  all  groups  (rather  than  classes)  includ- 
ing the  workers,  the  inspectors,  the  foremen,  the  staff  men  and  the 
management  themselves  have  proper  representation,  just  as  they  do  in 
a  state.  All  these  groups  need  help.  Dr.  Meeker  mentioned  in  his 
paper  the  fact  that  the  "still  small  voice  of  the  management"  is  heard 
in  practically  all  plans.  This  is  indeed  true  and  should  be  true.  Any 
plan  where  the  still  small  voice  of  the  management  is  not  heard  would 
be  a  very  sorry  plan,  for  if  the  management  is  not  competent  to  run 
the  factory  and  make  its  voice  very  real  instead  of  something  small, 
by  all  means  the  management  should  be  changed.  The  Goodyear 
plan  is  to  give  corrective  power  to  those  who  are  affected  by  the 
rules  laid  down  by  the  management.  The  plan  is  not  designed  to  take 
executive  power  away  from  the  management.  It  gives  more  real 
power  to  the  men  in  our  opinion  than  almost  any  other  plan  in  exis- 
tence. As  in  the  case  of  the  national  government,  the  House  and  Sen- 
ate both  elected  by  the  Industrians  (a  coined  word)  have  power  to 
over-ride  the  factory  manager's  veto  by  a  two-thirds  vote. 

The  factory  is  divided  into  precincts  which  elect  one  representative 
each  (total  of  forty  precincts)  and  also  into  ten  districts  (four  pre- 
cincts to  a  district)  which  elect  two  senators  each.  The  Senate  is 
comjiosed  of  twenty  senators  who  have  been  five  years  or  longer 
with  Goodyear,  and  the  House  of  Representatives  is  composed  of  forty 
representatives  v/ho  have  been  one  year  or  longer  with  Goodyear, 
thus  giving  a  parallel  situation  to  that  found  in  our  national  govern- 
ment. Parts  of  the  Industrial  Representation  plan  are  copied  outright 
from  the  Constitution  of  the  United  States.  An  Industrian  is  in  in- 
dustry what  a  citizen  is  in  a  state.  A  man  before  becoming  an  Indus- 
trian must  have  certain  qualifications,  namely,  six  months  service, 
American  citizenship,  and  eighteen  years'  age. 

Now  you  will  want  to  know  what  the  plan  has  done.  I  have  a  very 
limited  amount  of  time  to  tell  you  but  merely  to  show  you  that  the  sub- 
jects have  been  large  subjects  and  not  "piffle,"  I  will  point  out  the 
following:  (1)  establishment  of  permanent  shifts  instead  of  rotating 
shifts;  (2)  establishment  of  Saturday  half-holiday;  (3)  improvement 
through  cooperation  with  the  management  of  all  rates  within  the  engi- 
neering departments;  (4)  improvement  of  storeroom  rates  and  hours; 
(5)  improvement  of  inspector's  rates  and  as  a  result  the  establishment 
by  the  management  of  the  merit-rating  system;  (6)  the  handling  of  the 
mcahinists'  strike,  which  came  upon  us  when  the  plan  was  new  and 
everyone  was  green.  Due  to  the  efforts  of  the  assembly  and  the  man- 
agement 58  per  cent  of  the  machinists  remained  at  work  and  Goodyear 
machinists  who  went  on  strike  came  back  first,  thus  breaking  the  strike, 
and  one  week  later  the  men  in  all  the  other  plants  returned  to  work. 
So  you  see  that  the  plan  is  not  a  panacea,  but  we  have  gone  into  it 
because  we  believe  the  plan  is  fair  and  just  and  right  and  for  no 
other  reason. 
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We  feel  that  educators  have  a  great  power  for  good  in  their  oppor- 
tunity to  put  ideas  before  young  men,  also  that  industry  should  not 
be  backward  in  exchanging  ideas  with  the  educators.  We  recognize 
the  great  power  educators  have  and  only  ask  that  they  will  make  a  care- 
ful study  of  industrial  plans.  Representation  plans  are  not  designed 
to  kill  unionism.  Any  program  which  brings  men  and  management 
close  together,  whether  by  trade  union  agreement,  through  the  services 
of  an  impartial  umpire,  through  industrial  representation  plans,  or 
through  straight  and  sincere  practice  without  any  plan  at  all, — all  of 
these  should  be  given  a  fair  chance  to  demonstrate.  Only  those  plans 
which  are  fit  will  survive.  Dr.  Meeker  stated  that  he  thought  that  the 
stampede  for  industrial  representation  plans  was  over.  I  certainly 
hope  so,  for  anybody  who  is  stampeding  into  this  plan  is  in  the  wrong 
in  adopting  a  bottled  plan,  giving  it  to  the  workingmen,  and  saying: 
"There  it  is."  Such  methods  will  not  work.  However,  with  the  stam- 
pede aside,  there  is  a  steady  and  ever-increasing  growth  in  sincere 
representation  plans  throughout  the  industries  of  the  nation.  A  plan 
is  only  as  strong  as  its  weakest  link.  If  those  who  are  elected  behave 
as  politicians  the  plans  do  not  hold  so  much  promise  as  they  do  if 
the  elected  men  try  to  act  as  statesmen.  In  all  plans  there  are  three 
stages  to  be  passed  through:  (1)  suspicion  on  the  part  of  both  men 
and  management;  (2)  selfishness  on  the  part  of  either  men  or  manage- 
ment; (S)  finally,  with  the  above  two  stages  successfully  passed,  a 
measure  of  success  may  be  looked  for.  The  old  Bible  quotation, 
"Come  let  us  reason  together,"  is  based  on  pretty  good  logic. 

Francis  H.  Bird. — Mr.  F.  A.  Silcox,  Director  of  the  Bureau  of  In- 
dustrial Relations  of  the  United  Typothetae  of  America,  has  asked  me 
to  express  his  regrets  to  the  American  Economic  Association  that  en- 
forced absence  from  the  city  has  prevented  him  from  taking  part  in 
the  discussion  of  Dr.  Meeker's  excellent  paper.  He  has  requested  me 
as  Assistant  Director  of  the  Bureau  to  make  a  few  remarks  in  his 
behalf. 

Dr.  Meeker  has  stressed  several  points  which  should  be  given  se- 
rious consideration  by  an  assembly  such  as  this.  I  shall  limit  my  re- 
marks to  the  elaboration  of  one  point  in  his  paper,  the  Whitley  Coun- 
cil experiment,  and  our  modification  of  it  in  the  commercial  branch  of 
the  printing  trade  in  this  country. 

The  printing  industry  in  this  country  is  divided  into  the  newspaper 
and  commercial  branches.  The  United  Typothetae  of  America  is  the 
international  organization  of  the  employing  printers  in  the  commercial 
branch  of  the  industry.  The  United  Typothetae,  however,  as  an  or- 
ganization has  no  labor  policy.  It  confines  its  activities  to  the  foster- 
ing of  trade  and  commerce  in  the  printing  industry,  and  to  the  en- 
couragement of  high  standards  of  business  methods  and  business  ethics 
among  printers.  In  this  connection  I  should  like  to  state  that  more 
than  6000  students, — either  printer  employers  or  members  of  their 
establishments, — have  already  been  graduated  from  or  are  now  study- 
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ing  the  standard  estimating,  cost  finding,  salesmanship,  advertising, 
or  other  business  courses  prepared  by  the  Committee  on  Education  of 
the  United  Typothetae,  and  examined  and  approved  by  the  School  of 
Business  Administration  of  Harvard  University.  These  courses  are 
given  by  competent  instructors  in  the  evenings  in  different  localities 
where  there  are  branches  of  our  national  organization.  The  tendency 
of  the  printer  today  to  apj^roach  the  problem  of  industrial  relations  in 
an  open  minded,  scientific  way,  is  in  part  due,  I  venture  to  say,  to  his 
becoming  a  student  of  the  different  phases  of  his  business. 

I  have  stated  that  the  United  Typothetae  as  an  organization  has  no 
labor  policy.  Members  of  the  organization  who  are  particularly  in- 
terested in  the  labor  phase  of  their  business  have  the  privilege^  if  they 
so  desire,  of  affiliating  themselves  with  either  the  Open  Shop  or  the 
Closed  Shop  branches  of  the  United  Typothetae,  according  to  their 
preference  of  dealing  with  their  men  as  individuals  or  through  the 
unions.  Both  branches  are  very  active  and  both  have  in  their  member- 
ship leading  printers  of  the  country. 

The  Closed  Shop  Branch  of  the  United  Typothetae  has  within  the 
past  year  become  a  party  to  the  International  Joint  Conference  Coun- 
cil which  has  been  set  up  representative  of  employers'  organizations 
and  international  unions  in  the  commercial  branch  of  the  printing  in- 
dustry for  the  purpose  of  bringing  about  greater  stabilization  of  in- 
dustrial conditions  within  the  trade. 

In  some  respects  our  Joint  Council  resembles  the  National  Joint 
Standing  Council  of  the  English  Whitley  plan,  but  there  are  also  im- 
portant differences.  This  becomes  evident  when  a  comparison  is  made 
between  the  constitutions  of  the  Joint  Industrial  Councils  in  the  print- 
ing industry  in  England  and  in  the  United  States.  In  England,  by  the 
way,  as  far  as  I  have  been  able  to  ascertain,  the  constitution  of  the 
Joint  Industrial  Council  in  the  printing  industry  is  still  in  draft  form, 
and  no  meeting  of  the  Council  has  been  held;  while  our  Joint  Industrial 
Council  is  a  going  concern.  This  would  tend  to  bear  out  the  point 
made  by  Dr.  Meeker,  that  the  Whitley  councils  in  England  were  not 
developing  as  fast  as  we  may  have  been  led  to  believe.  Examining  the 
draft  constitution  of  the  English  council  and  the  constitution  of  our 
American  council,  we  find  one  marked  difference ;  our  American  coun- 
cil corresponds  to  the  "National  Executive"  provided  for  in  the  Eng- 
lish draft  plan.  The  National  Executive  might  be  called  the  board  of 
directors  of  the  English  Industrial  Council.  The  English  Industrial 
Council  itself  includes  the  organizations  of  the  employers  on  the  one 
hand  and  of  the  employees  on  the  other  in  the  allied  printing  trades. 
The  members  of  the  National  Executive  are  elected  by  the  organiza- 
tions which  make  up  the  Industrial  Council. 

In  the  United  States  we  do  not  have  an  industrial  council  in  the 
allied  printing  trades  in  the  English  sense;  our  Council  lesembles  the 
National  Executive  of  the  English  plan.  Its  members,  eight  in  num- 
ber, are  selected  by  the  employers'  and  employees'  organizations  as 
follows : 
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Employers:  United  Typothetae  of  America^  Closed  Shop  Branch, 
(two  members,  one  representing  Employing  Bookbinders)  ;  Printers 
League  of  America  (one  member)  ;  International  Association  Employ- 
ing Stereotypers  and  Electrotypers  (one  member). 

Employees:  International  Typographical  Union  (one  member); 
International  Printing  Pressmen  and  Assistants'  Union  (one  member)  ; 
International  Brotherhood  of  Bookbinders  (one  member) ;  Interna- 
tional Stereotypers'  and  Electrotypers'  Union  (one  member). 

While  in  England  the  industrial  council  plan  was  fostered  by  the 
government,  in  this  country  our  Council  is  a  result  of  a  spontaneous 
development  from  within  the  printing  industry  itself.  In  February, 
1919,  a  group  of  representative  employers  and  union  leaders  in  the 
commercial  branch  of  the  printing  industry  met  in  Washington,  D.  C, 
to  discuss  the  possibility  of  establishing  closer  relations  for  the  better 
dealing  with  mutual  problems  and  the  bringing  about  of  stabilization 
of  labor  conditions  in  the  industry.  As  a  result  of  this  meeting  an 
informal  joint  conference  was  organized  which  convened  for  the  first 
time  in  Cincinnati  in  March.  Another  meeting  was  held  in  Chicago 
in  April  and  meetings  were  held  in  New  York  City  in  June,  August, 
September,  October,  and  December.  During  this  period  the  Council 
was  officially  ratified  by  the  different  organizations  which  are  repre- 
sented in  its  membership. 

Now,  as  to  the  Council  in  action.  One  of  the  chief  accomplishments 
of  the  Council  is  intangible  in  its  nature.  The  representatives  of  the 
employers  and  the  unions  in  getting  together  in  an  informal  way 
around  the  table  and  discussing  frankly  without  heat  or  passion  the 
many  perplexing  problems  in  which  both  groups  are  vitally  interested 
have  developed  an  industrial  good  will  and  respect  for  one  another's 
ojoinions  which  are  of  material  assistance  in  laying  the  foundation  for 
better  industrial  relations  throughout  the  whole  industry.  Their 
method  is  the  joint  investigation  of  the  facts,  and,  on  the  basis  of 
the  facts,  the  working  out  of  a  constructive  industrial  program. 

Among  the  tangible  accomplishments  of  the  Council  has  been  the 
adoption  of  a  set  of  principles  to  guide  in  local  wage  negotiations  and 
adjustments,  which  have  proven  most  useful  and  practicable  in  sev- 
eral instances  where  they  have  been  tried  out.  In  fact,  in  one  instance 
in  particular,  by  applying  these  principles  it  was  possible  to  get  a 
peaceful  wage  adjustment  in  a  certain  city  for  the  first  time  in  three 
years.     These  cardinal  principles  are  as  follows: 

1.  That  the  industry  frankly  recognize  the  cost  of  living  as  com- 
pared to  1914,  as  the  basic  factor  in  wage  adjustments. 

2.  Industry  is  to  pay  at  least  a  reasonable  living  wage;  scales  below 
this  are  to  be  adjusted  in  frank  recognition  of  the  basic  principle  in- 
volved. 

3.  That,  when  not  in  conflict  with  the  existing  laws  of  a  constituent 
body,  local  contracts  be  for  a  period  not  less  than  three  years,  and  in- 
clude a  clause  providing  for  annual  readjustments  of  wages  based 
upon  cost  of  living,  as  determined  by  authorities  jointly  agreed  upon 
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(and  upon  the  economic  conditions  of  the  industry  at  the  time  of  re- 
adjustment). 

4.  That  a  uniform  standard  system  of  cost-kee2)in<;  is  considered 
fundamental  to  insure  stability',  permanence,  and  prosperity  to  the 
industry,  and  to  provide  a  basis  for  securing  a  greater  degree  of  uni- 
formity in  conditions  tliroughout  the  country;  a  clause  to  be  included  in 
local  agreements  providing  that  such  a  standard  system  as  is  recog- 
nized b}'  the  organization  represented  in  the  International  Joint  Con- 
ference Council  be  required. 

5.  That  controversies  over  wages,  hours,  and  working  conditions  be- 
tween employers  and  employees,  can  and  should  be  settled  without  re- 
sorting to  lockouts  or  strikes,  through  voluntary  agreements  to  refer 
disputes  where  unable  to  settle  through  conciliation  to  joint  boards  of 
arbitration,  composed  of  equal  representation  of  employers  and  em- 
ployees, provision  being  made  for  an  impartial  arbitrator  if  necessary. 

As  the  president  of  one  of  the  unions,  a  member  of  the  Council,  has 
put  it:  "It  should  be  clearly  understood  that  the  adoption  of  these 
principles  by  the  Joint  Conference  Council  docs  not  arbitrarily  comi)el 
their  acceptance  either  by  unions  or  by  employers.  They  point  the 
way  to  the  elimination  of  much  industrial  unrest,  to  the  fair  adjust- 
ment of  wage  controversies,  to  the  establishment  of  stability  and  pros- 
pcritj^,  and  to  the  progress  of  those  who  are  engaged  in  this  branch 
of  the  jDrinting  industry." 

In  a  recent  address  before  the  Employment  Managers'  Association 
Professor  John  R.  Commons  pointed  out  that  through  its  International 
Joint  Conference  Council  the  printing  industry  was  attempting  to 
stabilize  the  dollar.  What  he  had  in  mind  was  the  incorporation  of 
automatic  cost  of  living  wage  adjustment  clauses  in  recent  wage  agree- 
ments in  such  cities  as  Chicago  and  Detroit  in  accordance  with  the 
principles  endorsed  by  the  Joint  Conference  Council. 

One  of  the  most  constructive  acts  of  the  Council  has  been  the  adop- 
tion of  a  resolution  to  the  effect  that  the  organizations  represented  in 
the  Council  will  voluntarily  adopt  the  4-1-hour  week  throughout  the 
country  on  May  1,  1921.^  The  last  reduction  of  hours  in  the  organized 
branch  of  the  printing  industry  v.'as  brought  about  througli  countrv- 
wide  strikes  costing  both  employers  and  unions  millions  of  dollars. 
From  all  indications  as  a  result  of  the  Council's  deliberations  the  next 
reduction  in  hours  will  be  made  peacefully  and  without  upsetting  the 
industry.  Before  the  44-hour  week  resolution  became  effective  it  was 
necessary  to  have  it  ratified  by  the  difl'erent  organizations  represented 
upon  the  Council,  as  is  provided  when  important  issues  are  to  be  de- 
cided. No  important  action  of  the  Council  can  become  effective  until 
it  has  been  referred  to  the  organizations  which  are  represented  in  it 
and  the  unanimous  approval  of  all  the  organizations  has  been  given. 

Other  subjects  which  the  Council  is  giving  consideration  are  the 
standardization  of  contracts,  the  apprenticeship  problem,  the  setting  up 
of  joint  district  councils,  and   wage  uniformity. 

1  This  does  not  affect  the  Open  Shop  Branch  of  the  United  Typothetae  of 
America. 
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In  closing,  I  should  like  to  read  a  paragraph  from  a  letter  Mr.  Sil- 
cox,  the  Director  of  the  Bureau,  has  written  me  regarding  Dr.  Meeker's 
paper.  I  know  he  did  not  intend  this  for  publication  but  I  think  it 
is  well  worth  reading  to  you: 

Dr.  Meeker  really  hits  the  nub  of  the  problem  when  he  approaches  the  whole 
subject  with  the  object  of  pointing  out  that  democracy  is  a  spirit  of  approach, 
an  attitude  of  mind,  and  the  like.  Plans  formulated  in  detail  no  matter  how 
well  worked  out  are  of  no  avail  if  the  sj^irit  is  not  sincere.  The  practical  way 
to  make  progress  in  the  direction  of  real  democratic  participation  in  manage- 
ment in  any  industry,  is  to  take  a  few  especially  selected  plants  which  are 
already  democratic  in  spirit  and  have  them  experiment  step  by  step  with 
more  democracy, — evolving  plans  as  they  go  along, — spontaneously  growing 
out  of  their  needs  as  suggested  by  the  people  who  are  to  be  responsible  for 
the  working  out  of  the  plans. 

F,  S.  Deibler.— Plans  for  the  participation  of  employees  in  man- 
agement may  well  be  considered  in  the  light  of  the  evolution  that  has 
taken  place  in  industry  during  the  past  century  and  a  half.  The  im- 
portance of  keeping  this  historical  perspective  in  mind  in  developing 
these  plans  lies  in  the  character  of  the  incentives  that  are  available  as 
stimuli  to  call  forth  the  interest  and  productive  effort  of  labor.  Viewed 
in  this  way  there  are  certain  things  that  are  matters  of  common  knowl- 
edge: (1)  Labor  has  been  separated  from  the  ownership  of  the  fac- 
tors of  production.  This  change  took  away  from  labor  two  important 
stimuli,  namely,  the  protection  which  ownership  affords  the  individual 
in  enjoying  the  fruits  of  his  own  thought  and  energy,  and  the  loss  of 
social  prestige  which  is  associated  with  the  possession  of  property. 
(2)  The  owners  have  lost  personal  contact  with  their  employees. 
This  separation  has  bred  suspicion  and  distrust  on  the  part  of  both 
the  employer  and  employee.  A  sharp  class  cleavage  is  not  a  whole- 
some condition  from  which  to  expect  productive  cooperation.  (3) 
Specialization  and  large  scale  production  have  taken  from  labor  a 
large  part  of  craft  interest  and  pride  in  workmanship.  The  tendency 
of  modern  industry  has  been  to  subdivide  processes  and  to  assign  the 
laborer  more  and  more  to  routine  work.  Where  division  of  labor  has 
been  carried  to  this  stage,  pride  in  workmanship,  the  most  effective 
protection  to  quality,  has  largely  disappeared,  and  there  is  little  left 
in  industry  but  irksomeness.  Thus  pride  in  ownership,  pride  in  work- 
manship, and  personal  contact  between  emploj^er  and  employee  have 
been  sacrificed  as  incentives  in  modern  industry  for  increased  produc- 
tion and  lower  unit  cost.  No  satisfactory  substitutes  for  these  in- 
centives have  been  found  and  adapted  to  the  needs  of  industry  as  it 
exists  today.  While  we  have  gained,  we  have  also  lost,  and  we  are 
now  reaping  in  industrial  unrest  part  of  the  harvest  arising  from  mod- 
ern large  scale  production. 

However,  no  one  would  seriously  argue  for  a  return  to  the  earlier 
conditions  of  industry,  but  the  fact  remains  that  the  incentives  then 
present  have  largely  disappeared  from  industry  today.  This  fact  has 
not  been  sufficiently  recognized  in  shop  managemrnt  as  applied  to 
labor.     It  can  not  be  said  that  this  truth  has  been  unperceived.     In 
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fact,  many  attempts  have  been  made  to  secure  the  cooperation  of  labor 
in  production  by  setting  up  incentives  in  the  form  of  bonuses,  profit- 
sharing  in  its  many  forms,  piece  work,  scientific  management,  etc. 
These  various  plans  have  been  developed  in  the  main  by  employers  or 
by  those  who  have  approached  the  problem  from  the  entrepreneur  or 
profit  point  of  view.  Consequently,  greater  reliance  has  been  placed 
upon  the  economic  as  distinguished  from  the  psychic  incentives. 

Appeal  through  economic  incentives  has  taken  several  forms:  (1) 
In  profit-sharing,  it  has  been  assumed  that  the  receipt  of  a  share  of 
profits  would  create  an  ownership  interest  in  the  industry.  But  ex- 
perience has  shown  that  profit-sharing  has  not  been  a  sufficiently  pow- 
erful or  immediate  incentive  to  have  much  effect  upon  the  average 
workman.  A  slight  increase  in  wages  will  usually  yield  a  larger  re- 
turn than  can  be  expected  from  a  share  in  profits  and  will  be  certain. 
(2)  Sale  of  stock  on  favorable  terms  to  employees,  while  the  plan  may 
be  liberal  and  effective  as  a  means  of  safe  investment  for  the  savings 
of  the  employees,  has  proven  no  more  effective  in  developing  owner- 
ship interest  in  industry.  Such  plans  do  not  convey  real  power  in  di- 
recting or  controlling  industry.  (3)  Piece  work  is  a  powerful  eco- 
nomic incentive.  It  individualizes  work  and  pay,  but  it  places  the 
premium  upon  output  at  the  expense  of  quality.  It  is,  however,  the 
most  powerful  and  effective  incentive  that  has  been  developed  in  mod- 
ern industry.  Nevertheless,  employers  frequently  complain  that  em- 
ployees under  a  piece-work  system  set  a  shop  pace  that  unduly  re- 
stricts output.  This  fact,  in  a  large  measure,  accounts  for  the  popu- 
larity of  scientific  management  among  some  employers.  (4?)  Speaking 
generally,  scientific  management  sets  up  a  work  standard  that  must 
be  attained  before  the  wage  bonus  can  be  enjoyed.  The  incentive  is 
not  essentially  different  from  that  of  piece  work  except  that  the  extra 
pay  for  extra  work  is  more  directly  under  the  control  of  the  manage- 
ment. The  work  standard  under  most  scientific  managements  plans 
is  set  up  by  a  specialized  department  and  the  workmen  have  little  or 
nothing  to  do  with  the  development  of  that  standard.  As  applied  to 
the  direct  activity  of  labor,  i.e.  eliminating  the  effect  upon  the  organi- 
zation of  the  shop,  materials,  etc.,  scientific  management  does  not  seem 
to  provide  an  incentive  that  will  take  the  place  of  those  present  in  the 
simpler  conditions  of  industry.  There  are  elements  that  go  to  make 
for  productive  efficiency  of  labor  that  do  not  seem  to  be  met  by  the 
plans  that  have  been  devised  for  that  purpose  in  modern  industry. 

Turning  now  from  the  incentives  that  have  been  developed  in  in- 
dustry to  the  demands  of  labor  for  participation,  we  find  an  urgent 
demand  for  a  particular  form  of  participation  in  management.  I 
quote  from  the  reconstruction  program  adopted  at  the  Atlantic  City 
Convention  of  the  American  Federation  of  Labor  under  the  topic, 
"Democracy  in  Industry": 

Two  codes  of  rules  and  regulations  affect  the  workers:  the  law  upon  the 
statute  books,  and  the  rules  within  industry. 

The  first  determines  their  relationship  as  citizens  to  all  other  citizens  and 
to  property. 
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The  second  largely  determines  the  relationship  of  employer  and  employee, 
the  terms  of  employment,  the  conditions  of  labor,  and  the  rules  and  regula- 
tions affecting  the  workers  as  employees.  The  first  is  secured  through  the 
application  of  the  methods  of  democracy  in  the  enactment  of  legislation,  and 
is  based  upon  the  principle  that  the  laws  which  govern  a  free  people  should 
exist  only  with  their  consent. 

The  second,  except  where  effective  trade  unionism  exists,  is  established  by 
the  arbitrary  or  autocratic  whim,  desire,  or  opinion  of  the  employer,  and  is 
based  upon  the  principle  that  industry  and  commerce  can  not  be  successfully 
conducted  unless  the  employer  exercises  the  unquestionable  right  to  establish 
such  rules,  regulations,  and  provisions  affecting  the  employees  as  self-interest 
prompts. 

Both  forms  of  law  vitally  affect  the  workers'  opportunities  in  life  and  de- 
termine their  standard  of  living.  The  rules,  regulations,  and  conditions  within 
industry  in  many  instances  affect  them  more  than  legislative  enactments.  It 
is,  therefore,  essential  that  the  workers  should  have  a  voice  in  determining 
the  laws  within  industry  and  commerce  which  affect  them,  equivalent  to  the 
voice  which  they  have  as  citizens  in  determining  the  legislative  enactments 
which  shall  govern  them. 

It  is  as  inconceivable  that  the  workers  as  free  citizens  should  remain  under 
autocratically  made  law  within  industry  and  commerce  as  it  is  that  the  nation 
could  remain  a  democracy  while  certain  individuals  or  groups  exercise  auto- 
cratic powers. 

It  is,  therefore,  essential  that  the  workers  everywhere  should  insist  upon 
their  rights  to  organize  into  trade  unions,  and  that  effective  legislation  should 
be  enacted  which  v>^ould  make  it  a  criminal  offense  for  any  employer  to  inter- 
fere with  or  hamper  the  exercise  of  this  right  or  to  interfere  with  the  legiti- 
mate activities  of  trade  unions.i 

It  is  apparent  from  these  passages  that  so  far  as  organized  labor 
speaks  for  labor  as  a  whole,  participation  in  management,  or  democ- 
racy in  industry,  means  collective  bargaining  through  trade  unions. 
While  the  demand  is  frequently  and  urgently  made  by  organized  labor 
for  a  voice  in  industry,  the  extent  to  which  these  demands  would  go  in 
the  direction  of  participation  in  management  is  usually  quite  definitely 
Jimited  by  the  implications  of  collective  bargaining  through  union  rep- 
resentatives. In  fact  there  is  plenty  of  evidence  that  unionists  oppose 
extension  of  responsibility  for  management  beyond  the  questions  nor- 
mally covered  by  a  trade  agreement,  because,  as  James  W.  Sullivan, 
labor's  representative  on  the  Commission  of  the  National  Civic  Feder- 
ation to  England,  France,  and  Italy,  says  of  "Democratization  of  In- 
dustry" : 

The  whole  matter  comes  down  to  the  fact  that  workmen  sharing  control  in 
any  industrial  establishment  must  have  either  personal  training  or  expert 
advice  as  to  the  points  enumerated  above  (problems  of  management),  coupled 
with  sufficient  general  education  and  brain  power  to  cope  continually  with 
keen  minded  competitors.  They  must  also  be  able  to  rise  to  the  self-discipline 
necessary  to  secure  united  action  in  a  board  of  directors  representing  both 
capital  and  labor.  Furthermore,  placed  in  such  a  position,  labor  would  neces- 
sarily be  compelled  to  accept  all  the  consequences  of  control,  including,  w^hen 
necessary,  the  passing  of  dividends,  sharing  of  losses,  reducing  of  wage  scales, 
dismissing  surplus  employees,  abolishing  the  minimum  wage,  sacrificing  cer- 
tainty of  income,  and  incurring  various  forms  of  liability.2 

The  kind  of  participation  demanded  by  organized  labor  is,  then, 
aimed  primarily  at  securing  a  larger  share  of  the  benefits  from  indus- 

'^  Proceedings  of  the  American  Federation  of  Labor,  1919,  p.  71. 
2  National  Civic  Federation  Review,  August  30,  1919,  p.  4. 
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try.  It  does  not  now  look  in  the  direction  of  greater  responsibility 
for  amount  and  quality  of  output.  In  fact,  adequacy  of  supply  is  as- 
sumed and  the  real  problem  for  labor  is  one  of  distribution.  In  sup- 
port of  this  statement  I  quote  again  from  the  Reconstruction  Program 
of  the  American  Federation  of  Labor:  "Just  wages  will  prevent  in- 
dustrial stagnation  and  lessen  periodical  unemployment.  Give  the 
workers  just  wages  and  their  consuming  power  is  correspondingly  in- 
creased. A  man's  ability  to  consume  is  controlled  by  the  wages  re- 
ceived." "There  is  no  basis  in  fact  for  the  claim  that  the  so-called  law 
of  supply  and  demand  is  natural  in  its  operations  and  impossible  of 
control  or  regulation."  "There  is,  in  fact,  no  such  condition  as  an  iron 
law  of  wages  based  upon  a  natural  law  of  supply  and  demand.^ 

The  way  out  to  them  is  through  organization:  "There  are  no  means 
whereby  the  workers  can  obtain  and  maintain  fair  wages  except 
through  trade  union  effort.  Therefore  economic  organization  is  para- 
mount to  all  their  other  activities."* 

This  I  think  represents  fairly  the  position  of  organized  labor  in  re- 
spect to  the  part  labor  is  to  play  in  management.  It  is  not  surprising 
that  organized  labor  has  proceeded  no  further  in  the  direction  of  assum- 
ing responsibility  for  quantity  and  quality  of  output.  As  it  now  exists 
trade  unionism  is  primarily  a  militant  organization.  In  the  past  so 
much  time  and  energy  have  had  to  be  spent  in  securing  an  audience 
with  employers  on  an  equal  footing,  that  comparatively  little  attention 
has  been  given  to  the  problems  of  management  as  understood  by  the 
employer.  The  real  issue  between  labor  and  capital  is  a  contest  for 
power.  Labor  challenges  the  employer's  right  to  dominate  industry 
and  demands  a  voice  in  controlling  industry  so  far  as  that  control  per- 
tains to  labor,  and  justifies  its  demand  on  the  ground  that  the  existing 
control  by  the  employer  is  repugnant  to  the  principles  of  democracy. 
It  is  assumed  that  because  we  have  political  democracy  we  should  there- 
fore have  industrial  democracy.  However,  mere  transference  of  power 
from  employer  to  employee  will  not  solve  the  problems  of  labor.  What- 
ever may  be  the  facts  concerning  the  existence  of  definite  union  rules 
restricting  output,  the  present  program  of  organized  labor  does  not, 
from  the  very  nature  of  the  problems  with  which  it  is  dealing, 
set  up  incentives  that  stimulate  the  interest  of  workmen  in  quantity 
and  quality  production.  Labor  may  one  day  find  itself  in  the  possession 
of  the  power  to  control  industry  and  discover  that  it  has  inherited  a 
new  problem  in  the  nature  of  the  responsibility  for  the  proper  exercise 
of  that  power.     Wages  can  not  be  paid  except  as  goods  are  produced. 

Plans  for  employees'  participation  in  management  have  been  de- 
veloped primarily  from  either  the  employer  or  labor  point  of  view. 
With  few  exceptions  participation  does  not  carry  with  it  responsibility 
for  the  exercise  of  the  power  conveyed.  Nor  are  the  plans  of  partici- 
pation usually  of  such  a  character  as  to  develop  that  responsibility. 
The  schemes  for  the  adjustment  of  disputes,  whether  they  be  in  the 

s  Proceedings  of  the  American  Federation  of  Labor,  1919,  p.  72. 
^Ibid. 
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nature  of  conciliation,  mediation,  or  arbitration,  do  not  pretend  to  do 
more  than  establish  an  orderly  method  of  settling  differences  in  the 
place  of  a  resort  to  a  test  of  the  economic  strength  of  the  two  parties. 
However  worthy  and  effective  these  plans  may  be,  they  do  not  set  up 
in  industry  incentives  that  are  comparable  with  those  that  have  disap- 
peared [with  the  development  of  large  scale  production. 

There  are  two  standards  by  which  plans  for  participation  may  be 
tested.  First,  how  far  is  the  extension  of  power  accompanied  by  re- 
sponsibility that  its  exercise  will  be  for  other  than  selfish  purposes? 
Second,  to  what  extent  does  the  plan  set  up  satisfactory  incentives  to 
replace  those  that  we  have  lost  by  changes  in  industry.^ 

To  measure  up  well  against  these  two  tests,  indefinite  though  they 
may  be,  would  require  a  plan  to  result  in  a  large  and  continuous  flow 
of  wealth  of  high  quality.  Advisory  councils  made  up  of  equal  rep- 
resentation of  employers  and  employees  like  those  proposed  by  the 
Whitley  report  may  accomplish  something  in  the  direction  of  reducing 
conflicts  and  creating  an  atmosphere  out  of  which  something  more  con- 
structive can  develop.  But,  in  their  present  form,  I  do  not  see  that 
these  councils  will  solve  British  labor  problems.  Industrial  councils 
and  shop  management  plans  handed  down  wholly  b}^  the  firm,  unless 
they  make  very  liberal  provisions  for  modification  of  the  terms  of  the 
plan  as  the  result  of  joint  negotiation  with  the  representatives  of  the 
employees,  are  likely  to  meet  the  same  fate  as  welfare  plans.  Em- 
ployees will  regard  them  with  suspicion.  To  be  effective  the  plan  must 
be  genuine  and  undertaken  with  the  same  determination  to  make  it  a 
success  that  would  be  given  to  the  organization  and  prosecution  of 
any  other  business  policy. 

So  far  as  I  am  acquainted  with  the  various  plans  now  in  operation, 
the  scheme  of  the  firm  of  Hart,  Schaffner  &  Marx,  recently  adopted  by 
the  manufacturers  in  the  men's  clothing  trade  throughout  the  coun- 
try, is  the  most  democratic,  and  is  making  substantial  progress  in  the 
direction  of  effective  participation  of  employees  in  management.  With- 
out going  into  its  structure  I  will  close  by  setting  forth  what  im- 
presses me  as  the  strength  of  the  plan:  (1)  There  has  been  from  the 
first  sympathetic  support  of  the  plan  by  the  firm.  (2)  Unusual  intel- 
ligence has  been  put  into  the  operation  by  both  the  firm  and  the  em- 
ployees. (3)  The  plan  is  an  integral  part  of  the  general  management. 
(4)  The  trade  board  is  presided  over  by  a  man  mutually  agreed  upon 
and  in  the  joint  pay  of  the  firm  and  the  employees,  and  to  all  intents 
and  purposes  the  board  is  continuously  in  session.  (5)  The  trade 
board  and  the  board  of  arbitration  are  in  the  nature  of  industrial 
courts,  and  their  decisions  become,  as  it  were,  the  industrial  law  of  the 
industry.  While  the  decisions  become  precedents,  the  two  boards  differ 
in  their  operation  in  two  important  respects  from  ordinary  courts: 
(a)  they  have  their  faces  turned  toward  the  future  and  the  successful 
bperation  of  the  plant  to  a  greater  extent  than  courts;  (b)  the  funda- 
mental law — the  agreement — is  renewed  at  three  year  intervals,  which 
gives  a  chance  to  modify  precedents  that  are  operating  detrimentally 
to  the  business. 


Participation  in  Management — Discussion  127 

A  comp.-u'i.son  of  the  agreements  as  renewed  from  time  to  time^  will 
show  a  gradual  extension  of  questions  covered.  How  far  the  plan  is 
furnishing  incentives  to  workmen  to  quantity  and  quality  production, 
I  am  not  in  a  position  to  know.  But  two  things  can  be  said  of  its 
operation:  (1)  Employees  are  made  to  face  before  the  trade  board 
the  consequences  of  particular  demands  or  decisions  upon  the  success 
of  the  business.  (2)  The  plan  has  developed  a  considerable  good  will 
among  the  employees  in  the  industry.  By  way  of  illustration  of  this 
fact,  I  will  quote  a  statement  made  a  few  years  ago  by  a  girl  at  the 
time  of  a  strike  against  another  firm.  She  said,  "I  never  tell  any  of  my 
friends  that  I  w'ork  for  firm  XX.  When  anybody  asks  me  where  I 
work,  I  tell  them  for  Hart,  Schaffner  &  Marx." 

It  is  not  assumed  that  this  plan  can  be  lifted  bodily  and  planted  in 
another  industry  where  the  traditions  and  industrial  problems  are  dif- 
ferent. But  as  a  jilan  of  participation  it  is  instructive  because  it  ap- 
parently is  developing  an  experience  in  labor  relations  in  industry  that 
enables  the  employer  and  employee  to  get  beyond  the  discussion  of 
questions  of  distribution  and  to  consider  their  mutual  interest  in  pro- 
duction. The  spirit  in  which  any  plan  of  participation  is  undertaken 
has  never  been  better  put  than  by  the  Mayor's  Council  that  revised 
the  New  York  Protocol  in  1915: 

In  the  endeavor  to  work  out  the  plan  of  a  new  compact  of  this  sort  the 
council  has  laid  down  the  following  fundamental  rule: 

That  the  principle  of  industrial  efficiency  and  that  of  respect  for  the  essen- 
tial human  rights  of  the  workers  should  always  be  applied  jointly,  priority 
being  assigned  to  neither.  Industrial  efficiency  may  not  be  sacrificed  to  the 
interest  of  the  workers,  for  how  can  it  be  to  their  interest  to  destroy  the  busi- 
ness on  which  they  depend  for  a  living,  nor  may  efficiency  be  declared  para- 
mount to  the  hmnan  rights  of  the  workers  for  how  in  the  long  run  can  the 
industrial  efficiency  of  a  country  be  maintained  if  the  human  values  of  its 
workers  are  diminished  or  destroyed?  The  delicate  adjustment  required  to 
reconcile  the  two  principles  named  must  be  made.  Peace  and  progress  de- 
pend upon  comiilete  loyalty  in  the  effort  to  reconcile  them.s 

DiTLEW  M.  Fredriksen. — There  is  one  point  of  view,  I  think,  which 
should  not  be  omitted  in  this  discussion, — the  point  of  view  of  the  pub- 
lic, the  consumer.  It  is  evident  that  employees'  participation  in  man- 
agement will  mean  higher  wages,  shorter  hours,  certain  expenses  inci- 
dent to  better  working  conditions,  resulting  in  increasing  cost  of  the 
product,  which  can  only  be  partially  offset  by  increased  effectiveness. 

I  think  it  significant  that  most  of  the  industries  in  which  so  far  shop 
councils  have  been  established  and  improvements  effected  have  been  in 
the  class  that  may  be  characterized  as  specialties:  manufacturing  some 
special  product  in  which  there  is  either  a  monopoly,  or  special  advan- 
tages so  that  abnormally  high  profits  are  made.  Henry  Ford,  with 
annual  profits  of  fifty  millions  a  year,  can  easily  pay  his  employees 
higher  wages  and  give  them  better  conditions  without  increasing  the 
price  of  his  output.  The  government  arsenal  is  a  special  instance,  in 
which  the  selling  price  of  the  profit  does  not  enter. 

^Monthly  Review,  United  States  Bureau  of  Labor  Statistics,  August,  1915, 
pp.  9,  10. 
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It  is  no  doubt  useful,  and  will  be  to  the  advantage  of  the  movement 
we  are  interested  in,  that  this  development  should  take  place  in  these 
industries  manufacturing  specialties,  which  can  well  afford  the  cost 
that  the  improved  conditions  bring  with  them.  But  the  problem  will 
be  much  more  serious  when  we  get  to  the  great  basic  industries  like 
coal,  which  are  in  some  cases  at  least  run  on  a  narrow  line  of  profit; 
and  it  is  of  course  especially  in  these  basic  industries,  where  low  grade 
foreign  laborers  are  employed,  that  the  improvements  are  urgently 
needed.  We  must  hope  that  the  experiments  that  are  being  conducted 
in  the  high  grade  specialty  industries  will  also  extend  to  the  other 
industries,  even  if  it  can  only  be  done  at  the  cost  of  an  increasing  price 
to  the  public;  but  I  think  in  the  question  of  employees*  participation 
in  management  the  point  should  not  be  overlooked  that  the  public  in- 
terest should  also  in  some  manner  be  represented,  to  see  that  the  price 
of  the  article  is  not  unduly  increased. 

As  to  what  the  employees  themselves  want,  I  do  not  think  they  want 
to  actually  participate  in  the  business  operation,  in  the  sales  manage- 
ment, which  they  do  not  understand  much  about.  What  they  want  is 
to  have  something  to  say  about  working  hours  and  working  conditions. 
After  all,  the  great  thing  that  is  needed  is  to  give  the  employee  an 
actual  interest  in  increasing  the  output.  The  world  seems  to  be  tired; 
jthere  seems  to  be  an  unwillingness  on  the  part  of  labor  to  exert  itself; 
it  wants  higher  pay,  easier  work,  shorter  hours,  less  production,  when 
the  world  is  urgently  calling  for  greater  effectiveness  and  more  pro- 
duction. The  only  way  to  accomplish  this,  I  think,  is  to  give  the  em- 
ployees, in  addition  to  a  guaranteed  salary  (from  which  I  think  there 
is  no  possible  escape)  also  some  interest  in  the  annual  profits.  This 
has  been  recommended  by  President  Eliot  of  Harvard.  The  working 
man  must  have  his  regular  wages  to  provide  for  his  daily  living  (the 
socialistic  doctrine  of  wage  slavery  will  not  hold  water)  ;  the  daily  liv- 
ing expenses  must  be  guaranteed  in  the  form  of  daily  wages,  but  be- 
sides this,  it  is  quite  feasible,  in  addition  to  giving  the  employees  some 
particijoation  in  the  management,  also  to  give  them  an  annual  addition 
to  wages  in  the  form  of  a  share  of  the  profits  of  the  factory,  and  this 
will  give  each  man  an  interest  in  the  success  of  his  work,  and  will  mean 
more  work  and  greater  production. 
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By  Wesley  C.  Mitchell 
Nexo  School  for  Social  Research 

I.  Problems  and  Methods 

The  chief  aim  of  this  paper  is  to  consider  what  basis  we  liave  for 
forecasting  the  probable  course  of  wholesale  prices  in  the  United 
States  during  the  next  few  years. 

Upon  this  problem  jDast  experience  sheds  a  most  uncertain  light. 
Prices  fell  after  the  Civil  War  in  this  country  and  after  the  Na- 
poleonic wars  in  England.  Indeed,  the  fall  began  in  both  of  these 
cases  before  the  fighting  stopped.^  Forecasts  based  upon  what  hap- 
[[jened  in  these  two  wars  have  already  been  vitiated  by  the  rise  of 
l^rices  in  1919.  Present  conditions  differ  in  so  many  respects  from 
conditions  at  the  close  of  the  Napoleonic  and  the  Civil  wars  that  close 
correspondence  between  the  price  fluctuations  then  and  now  is  not 
necessarily  to  be  expected.  Consequently  we  stand  a  better  chance 
of  forming  correct  anticipations  by  analyzing  j^resent  conditions  than 
by  recapitulating  the  experience  of  fifty  and  a  hundred  years  ago. 

What,  then,  brought  on  the  recent  rise  of  prices?     Wliat  prevented 

1  The  best  available  index  numbers  for  the  years  referred  to  are  the  fol- 
lowing : 

United  States 

Medians    of    the    Relative    Prices    of 

93  Commodities 

(Prices  in  1800=100) 

1860 100 

1861 97 

1862 103 

1863 133 

1864 ISO 

1865 Jan 216 

Apr 190 


England 

Taylor's  and  Jevons'  Index  Numbers 

of  Prices  by  Periods 

(Average   for   1784-90=100) 

Taylor's  Index    Jevons'  Index 


1784-90 
1791-97 
179S-04 
1805-11 
1812-18 
1819-25 
1826-32 
1833-37 


100 
120 
150 
174 
177 
125 
104 
104 


100 
118 
143 
166 
153 
110 
94 
92 


July 
Oct. 


1866. 

1867. 


.158 
.175 
.177 
.162 


Mr.  N.  J.  Silberling,  from  whose  paper  in  the  Review  of  Economic  Statistics 
(October,  1919,  p.  285),  the  English  figures  are  taken,  believes  that  John  Tay- 
lor's recently  discovered  figures  which  include  90  commodities  are  more  reliable 
than  Jevons'  index  which  contains  only  52  commodities  (or  40  if  different 
varieties  of  the  same  article  are  not  counted  separately).  After  writing  his 
article  Mr.  Silberling  discovered  a  third  English  index  including  90  commodi- 
ties in  1790-1830.  This  series  puts  the  highest  point  in  1813-14.  The  American 
figures  are  from  Wesley  C.  Mitchell,  Gold,  Prices,  and  Wages  under  the  Green- 
back Standard,  p.  59. 
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prices  from  falling  in  1919?     What  are  the  chief  factors  that  will  con- 
trol the  course  of  prices  in  1920  and  the  years  to  follow? 

The  difficulties  encountered  in  trying  to  answer  these  questions  are 
primarily  difficulties  of  a  quantitative  character.  We  know  fairly  well 
what  factors  affect  the  movements  of  the  price  level,  and  the  direction 
in  which  each  factor  works.  Concerning  the  relative  importance  of 
these  factors  our  knowledge  is  less  secure.  Some  among  us  entertain 
decided  opinions  on  the  intricate  problems  involvedj  but  these  opinions 
differ.  Fortunately,  however,  much  work  has  been  done  of  late  on  the 
statistical  measurement  of  several  factors.  Of  course  work  of  this 
type  does  not  give  a  definitive  answer  to  our  questions,  for  the  re- 
sults of  the  most  careful  measurements  may  be  interpreted  in  diverse 
ways.  Nevertheless  the  statistical  line  of  attack  seems  to  be  the  most 
promising  at  present.  Accordingly  I  jjropose  to  utilize  the  available 
measurements  in  reviewing  the  process  by  which  the  price  revolution 
was  brought  about  and  the  process  by  which  the  incipient  decline  of 
prices  early  in  1919  was  checked.  This  review  will  shed  some  light 
upon  the  processes  that  will  control  the  price  movements  of  the  near 
future.  I  lay  stress  upon  the  analytic  study  of  the  process  by  which 
the  level  of  prices  has  been  raised,  because  I  think  we  learn  more 
about  the  relative  importance  of  the  factors  when  we  watch  them  at 
work  than  when  we  merely  contemplate  tlieir  net  resultants.  The 
disadvantage  of  this  procedure  is  that  I  shall  have  to  recall  much  that 
is  already  familiar  in  the  economic  history  of  1914-19.  But  j'ou  Avill 
pardon  that  if  I   can  give  the  vaguely  known  greater  precision. 

II.  The  Rise  of  Prices  before  the  United  States  Entered  the 

War 

The  rise  of  prices  which  began  in  1897  reached  its  i)rewar  culmina- 
tion in  the  United  States  amidst  the  prosperous  days  of  1912.  With 
the  recession  of  business  activity  in  1913  and  the  first  half  of  1914 
there  came  a  slight  decline  in  the  price  level. ^ 

When  the  war  broke  out  at  the  end  of  July  the  most  striking  effects 
were  seen  in  finance.  Heavy  selling  by  foreign  investors  caused  a 
great  break  of  prices  on  the  New  York  Stock  Exchange  and  forced  it 
to   close   on   July   31.      Cables   on   London  rose  to   $7   the  next  day, 

2  The  latest  form  of  the  Bureau  of  Labor  Statistics  index  number  of  whole- 
sale prices  gives  the  following  results  on  the  1913  base: 

1913 101 

1913 100 

1914 Jan 100 

Apr 98 

July 100 
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the  New  York  banks  lost  $56,000^000  of  cash  in  a  single  week,  the 
60-day  discount  rate  rose  from  2%  to  8  per  cent,  clearing-house  loan 
certificates  were  resorted  to,  and  $386,000,000  of  the  emergency  cir- 
culation provided  for  by  the  Aldrich-Vreeland  act  were  issued.  Gold 
exports  reached  $105,000,000  by  the  end  of  the  year.^  Exports  of 
merchandise  were  severely  restricted  in  August  and  September,  and 
while  they  rose  again  toward  the  close  of  1914  they  did  not  surpass 
previous  records  until  the  following  February.  On  domestic  business, 
of  course,  the  effect  of  these  events  was  to  intensify  the  already-pre- 
vailing depression.  The  winter  presented  a  grave  problem  of  un- 
employed men  and  idle  machinery. 

In  the  commodity  markets  the  immediate  consequence  of  the  war 
was  a  sudden  upward  leap  of  sugar  and  grain  prices.  These  move- 
ments together  with  greater  but  less  important  advances  among 
chemicals  sufficed  to  raise  the  general  price  level  4  per  cent  in  August. 
But  after  the  first  flurry  was  over  domestic  depression  counted  more 
for  a  time  than  foreign  demand  and  the  price  level  receded  again. 
Throughout  the  first  six  months  of  1915  prices  remained  constant  at 
the  prewar  level.  The  war-time  rise  did  not  begin  until  July,  1915, 
and  it  did  not  assume  marked  proportions  until  the  end  of  that  year — 
about  seventeen  months  after  the  invasion  of  Belgium.* 

Unquestionably  it  was  the  impetus  from  Europe  that  started  Ameri- 
can prices  on  their  upward  course.  This  foreign  demand  for  Ameri- 
can products  is  one  of  the  factors  that  has  been  analyzed  and  measured 
in  such  fashion  that  its  development  and  effects  can  be  followed  rather 
clearly.  Mr.  W.  J.  Berridge  has  segregated  the  imposing  total  values 
of  exports  into  their  two  component  factors — the  increase  in  the 
physical  volume  of  goods  shipped  abroad,  and  the  increase  in  prices. 
He  finds  that  the  price  factor  counted  for  little  in  the  fiscal  year  1915. 
Prices  of  exports  rose  only  1  per  cent  above  their  prewar  level,  while 
the  physical  volume  of  exports  rose  22  per  cent,  despite  the  lean  early 
months  of  the  year.  In  the  fiscal  year  1916,  however,  the  increase  in 
prices  reached  22  per  cent  and  that  in  physical  volume  57  per  cent. 
In  1917  the  figures  are  63  per  cent  increase  in  prices  and  72  per  cent 

3  The  best  account  of  the  crisis  of  1914  is  that  given  by  Dr.  B.  M.  Anderson, 
Jr.,  in  Effects  of  the  War  on  Money,  Credit,  and  Banking,  in  France  and  the 
United  States.  (Carnegie  Endowment  for  International  Peace.  Preliminary 
Economic  Studies  of  the  War,  No.  15.) 

4  The  index  number  made  from  quotations  for  1366  commodities  by  the 
Price  Section  of  the  War  Industries  Board  (History  of  Prices  during  the 
War,  Summary,  p.  26),  will  be  found  on  the  next  page. 
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Index  Numbers  of  ail  Commodities,  By  Months,  Quahters,  and  Years, 

1913-1918 
(Weighted  aggregates  of  the  actual  prices  of  30  classes,  containing  1,366  com- 
modities, converted  into  relatives  on  base,  prices  in 
July,  1913,  Jo_June^l914,^=  100.) 
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1914 

1915 

Index 
num- 
ber 

Per  cent 

of 
changei 

Index 
num- 
ber 

Per  cent 

of 
changei 

—  2.0 

—  2.0 

—  3.0 
+  3.1 

—  2.0 

—  1.0 

.0 

—  1.0 

—  1.0 

—  1.0 

.0 

.0 

+  4.1 
.0 

—  2.0 

—  1.0 

.0 
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Years     
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First    

Second    
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Fourth     
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May    

June   
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102 
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101 
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100 
100 

100 
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102 
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.0 
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—  1.0 

.0 

.0 
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.0 
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99 
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97 
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100 
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100 
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.0 
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.0 
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.0 
.0 
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Second  . . 
Third  .... 
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123 
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152 
177 
187 
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1  Per  cent  of  rise  (+)  or  fall  ( — )  from  the  index  number  of  the  preceding 
year,  quarter,  or  month. 
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increase  in  quantity.  Further,  Mr.  Eerridge  shows  that  in  1915  the 
increase  in  quantity  of  exports  was  practically  limited  to  foodstuffs. 
Not  until  the  fiscal  year  191G  did  the  shipments  of  war  material  give 
rise  to  notable  increases  of  exports  of  "manufactures  for  further  use 
in  manufacturing"  and  in  "manufactures  ready  for  consumption." 
Finally,  he  shows  that  the  large  increase  in  volume  of  purchases  came 
from  Europe  in  1915,  but  that  in  1916  and  1917  the  two  Americas, 
Asia,  Africa,  and  Oceania  turned  to  us  for  goods  they  have  formerly 
obtained  from  England  and  Germany.^ 

5  Mr.  Berridge's  "Analysis  of  the  Exports  of  Merchandise  from  the  United 
States"  {Review  of  Economic  Statistics,  October,  1919)  is  much  more  com- 
prehensive than  the  somewhat  similar  study  published  in  the  Federal  Reserve 
Bulletin,  October,  1919,  pp.  953-7.  Mr.  Berridge  first  made  separate  weighted 
index  numbers  of  the  physical  quantities  and  prices  of  100  important  exports. 
He  then  used  his  price  index  to  reduce  the  values  of  all  exports  to  a  physical 
volmne  basis.  The  following  are  the  figures  most  important  for  the  present 
paper: 

Indices  of  the  Physicai.  Quantities,  Prices,  and  Valttes  of  American 
Exports  by  Fiscal  Years,  1915-1919. 

(Averages  for  fiscal  years  1911-14=:100) 

Crude  Indices  of      Indices  of  Indices  of    Adjusted  Indices 

Fiscal  Quantities  for        Prices  for  Values  for       of  Quantities 

years  100  Articles        100  Articles      all  Domestic     for  all  Domes- 

1915  117  101 

1916  127  122 

1917  139  163 

1918  115  210 

1919  131  227 

"If  we  include  the  physical  volume  of  shipments  to  the  American  Expe- 
ditionary Forces,  we  find  the  quantity  index  for  1917  to  be  173  instead  of 
171,  for  1918  139  instead  of  125,  and  for  1919  150  instead  of  140  per  cent. 
The  slump  in  quantity  of  exports  is  thus  seen  to  be  due  only  partly  to  the 
army's  purchase  and  shipment,  in  its  own  name,  of  goods  formerly  shipped 
privately  as  'exports';  it  is  more  largely  due  to  the  heavy  diversion  of  man- 
power from  productive  industry  after  our  entry  into  the  war,  and  especially 
to  the  shortage  of  shipping." 

The  substantial  accuracy  of  Mr.  Berridge's  results  is  confirmed  by  the  fol- 
lowing comparison  with  the  statements  of  quantity  of  exports  in  long  tons 
prepared  by  the   United  States  Shipping  Board. 
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War  Department  consignments  to  the  American  army  abroad  would  raise 
the  Shipping  Board  index  to  173  in  1917,  130  in  1918  and  154  in  1919. 

Mr.   Berridge  also   gives  the  following  adjusted   indices  of  the  prices   and 
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The  large  foreign  demand  for  foodstuffs  gave  American  business  in 
1915  much  the  same  character  as  it  had  in  1878,  1891,  and  1897.  In 
all  these  cases  the  year  had  begun  in  depression,  but  it  closed  in  ac- 
tivity started  by  large  exports  of  foodstuffs.  The  revival  had  greater 
intensity  in  1915  than  in  these  earlier  parallels,  because  the  export 
demand  rapidly  spread  to  other  classes  of  goods.  The  British^  French, 
and  Russian  governments  placed  enormous  contracts  with  American 
manufacturers  for  war  material.  The  finished  goods  thus  contracted 
for  did  not  begin  to  leave  our  shores  in  large  quantities  until  after 
June,  1915;  but  in  the  fiscal  year  1916  exports  of  "manufactures 
ready  for  consumption"  doubled  in  johysical  quantity. 

Concerning  the  relative  magnitude  of  domestic  and  foreign  business 
in  this  country  there  are  several  divergent  estimates.  Dr.  B.  M.  An- 
derson, Jr.,  puts  the  proportion  of  exports  to  domestic  trade  in  the 
prewar  years  at  somewhat  more  than  10  per  cent.  By  1916  he  thinks 
this  ratio  had  nearly  if  not  quite  doubled.*^  Certainly  the  foreign  de- 
mand was  a  factor  of  sufficient  magnitude  to  change  the  whole  tone 
of  business  in  a  single  year.  Thus  in  summing  up  the  business  char- 
acteristics of  1915  the  Financial  Review  said: 

6  See  his  Value  of  Money  (1917),  pp.  267-78. 


the  physical  volume  of  domestic  exports  by  the  "great  groups"  recognized  by 

the  Department  of  Commerce,  namely. 

Group  A — Crude  materials   for   use   in   manufacturing 

B — Foodstuffs   in  crude  condition   and   food   animals 
C — Foodstuffs  partly  or  wholly  manufactured 
D — Manufactures   for   further  use   in  manufacturing 
E — Manufactures   ready   for  consumption 
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Finallj",  Mr.  Berridge's  indices  for  values  and  physical  quantities  of  exports 
to  continental  divisions  are  as  follows: 
North               South 

Europe          America            America            Asia  Oceania  Africa 

Fiscal     Quan-  Val-     Quan-  Val-      Quan-  Val-    Quan-  Val-  Quan-    Val-  Quan-  Val- 

years        tity      ues       tity      ues        tity     ues       tity      ucs  tity       ucs  tity     ues 

1915  139       140           88        89           76         77         104       105  102       103  108       109 

1916  175       214         112       137         114       139         211       258  107       131  136       166 

1917  190      310        136       221         124      202        213      347  89       145  123      201 

1918  l-''7       267         110      232         116       244         196       412  85       179  98      206 

1919  145      329         110      249         137      310        244      553  120      273  141       321 
The  physical  quantity  indices  in  this  case  are  roughly  made  by  dividing  the 

values  of  exports  to  each  continental  division  by  the  price  index  of  100  ex- 
ported articles. 
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"...  at  first  only  the  industries  engaged  in  filling  war  orders 
manifested  activity,  chief  among  which  was  the  iron  and  steel  trade; 
later  the  movement  spread  until  eventually  all  came  within  its  em- 
brace. Even  in  steel,  however,  progress  was  very  slow  at  first  and 
1915  was  well  advanced  before  producing  capacity  was  employed  to 
its  full  extent.  The  transformation  in  outlook  and  in  condition  be- 
tween the  beginning  and  the  end  of  the  year  was  unquestionably  one 
of  the  most  wonderful  on  record."^ 

The  activity  thus  initiated  cumulated  in  the  familiar  fashion.  Nine- 
teen sixteen  was  one  of  the  busiest  years  this  country  has  known.  To 
the  huge  foreign  demand  for  goods  there  was  added  the  far  huger 
demand  from  domestic  sources, — the  demand  that  comes  from  work- 
men in  full  employment,  from  enormous  profits,  and  from  an  active 
campaign  of  new  construction.  An  index  number  of  the  physical  vol- 
ume of  minerals  produced  in  the  United  States  which  started  with  100 
in  1913,  dropped  to  85  in  191i,  recovered  to  99  in  1915,  and  jumped 
to  130  in  1916.  Crops  in  1916  were  not  nearly  so  abundant  as  in  the 
preceding  year,  and  of  course  crops  are  the  largest  single  factor  in 
American  production.  But  even  so,  an  index  of  the  production  of  all 
raw  materials  on  the  1913  base  gives  1915  an  index  of  107  and  1916 
one  of  111.^ 

That  prices  should  rise  under  these  conditions  was  to  be  expected. 

7  Financial  Review,  Annual,  1916,  p.  7. 

8  See  the  index  numbers  of  the  physical  volume  of  raw  materials  produced, 
in  the  History  of  Prices  during  the  War,  Summary,  pp.  44-46.  In  these  in- 
dexes all  the  raw  materials  for  the  production  and  importation  of  which 
satisfactory  data  could  be  had  are  included.  The  production  figures  are 
multiplied  by  "fabricating  factors"  derived  from  the  Census  of  Manufactures 
in  order  to  give  materials  which  undergo  much  elaboration  before  consump- 
tion a  greater  influence  upon  the  results  than  products  that  are  mostly  con- 
sumed in  their  raw  state.  The  products  of  tliis  multiplication  are  then 
weighted  by  average  prices  in  1917.  For  present  purposes  the  following  ex- 
cerpts from  the  figures  are  sufficient: 

Index  Numbers  of  the  Physical  Quantity  of  Raw  Materials  Produced  in 

AND  Imported  into  the  United  States  in  1913-1918. 

(Supply  in  1913  =  100) 
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And  for  a  time  the  rise  had  most  of  the  ordinary  characteristics  of  a 
recovery  after  business  depression.  Thus  the  rate  of  increase  was 
slow  at  first.  As  already  said,  wholesale  prices  remained  unchanged 
at  the  prewar  level  throughout  the  first  six  months  of  1915.  It  is  the 
common  rule  that  revival  after  depression  is  confined  for  several 
months  to  increasing  the  physical  volume  of  trade.  Not  until  the  more 
efficient  plants  have  substantial  backbone  orders  on  their  books  do  they 
begin  active  bidding  for  materials  and  marking  up  the  prices  of  their 
products.^  And  after  it  has  begun,  the  rise  of  prices  is  usually  slow 
for  a  few  months,  as  it  proved  to  be  in  the  autumn  of  1915.  Again, 
the  rise  began  as  usual  with  a  limited  group  of  articles  and  took 
several  months  to  spread  over  a  large  part  of  the  markets  for  commo- 
dities. The  goods  that  led  the  rise  of  prices  were  the  goods  in  most 
active  demand  and  the  goods  in  restricted  supply.  Mr.  Berridge's 
price  index  of  exports  advances  a  trifle  more  in  the  fiscal  year  1915 
than  the  War  Industries  Board's  American  index  for  "all  commo- 
dities," and  much  more  rapidly  than  the  latter  in  1916.^°  Among  ex- 
ports it  was  foodstuffs — the  class  that  increased  most  in  physical  vol- 
ume in  1915 — that  rose  most  in  prices,  and  it  was  foodstuffs  that  kept 
the  general  level  of  prices  from  declining  in  this  country  in  the  first 
half  of  1915.  Chemicals,  particularly  coal  tar  products  and  explosives, 
did  indeed  show  a  far  greater  rise  than  foodstuffs ;  but  they  are  not 
important  enough  in  the  country's  total  business  to  have  much  influence 
upon  a  properly-weighted  index  number. -"^^  The  one  peculiar  feature 
of  the  early  rise  is  that  manufactured  consumers'  goods  rose  sooner 
than  raw  materials,  particularly  if  v/e  leave  out  raw  foodstuffs.  Raw 
minerals,  which  as  a  rule  are  highly  sensitive  to  changes  in  business 
prospects,   did   not  get   back   to   their   prewar   level   until   November, 

8  Compare  Wesley  C.  Mitchell,  Business  Cycles,  pp.  456-9.  Hence  index 
numbers  of  wholesale  prices  are  not  a  sensitive  barometer  of  conditions  in  the 
"revival"  phase  of  the  business  cycle. 

10  These  index  numbers  are  as  follows: 


Fiscal 

Index  Number  of  the 

War  Industries  Board's  Index 

years 

prices  of  100  exports 

number  for  All  Commodities 

1915 

101 

99.5 

1916 

•     122 

112.5 

1917 

163 

148.2 

1918 

210 

186.6 

The  difference  between  the  bases  on  which  these  two  series  are  computed 
(average  prices  in  the  fiscal  years  1911-14  and  in  the  fiscal  year  1914)  prob- 
ably does  not  affect  this  comparison  appreciably. 

11  See  History  of  Prices  during  the  War,  Summary,  pp.  52,  53,  for  index 
numbers  of  7  groups  of  commodities;  pp.  58-67  for  index  numbers  of  50 
classes  of  commodities,  and  p.  24  for  the  "class  weights." 


Prices  and  Reconstruction  137 

1915.^^  This  reversal  of  common  experience  is  a  further  bit  of  evi- 
dence that  it  was  the  export  demand  which  set  American  prices  soar- 
ing. Europe  wanted  finished  goods^  ready  for  use,  and  was  ready  to 
pay  whatever  prices  were  necessary  to  get  them  in  a  hurry .^' 

What  is  not  in  accordance  with  experience  is  the  extraordinary  rate 
at  which  the  rise  of  prices  thus  initiated  in  the  autumn  of  1915  con- 
tinued through  the  fiscal  years  1916  and  1917.  In  the  25  months, 
June,  1915,  to  July,  1917,  the  American  price  level  rose  85  per  cent, 
more  than  half  again  as  much  as  the  great  advance  from  1897-1914, 
a  period  of  17  years.  There  have  been  price  revolutions  more  violent 
than  this  one.  We  had  one  ourselves  during  the  Civil  War.  The 
European  belligerents  were  having  an  even  greater  rise  at  the  moment. 
But  never  elsewhere  has  there  been  so  rapid  an  advance  in  the  price 
level  of  a  country  maintaining  a  specie  standard. 

Three  factors  were  mainly  responsible  for  the  extraordinary  vio- 
lence of  the  rise.  One  factor  was  the  combination  of  conditions  which 
made  it  easy  and  in  part  made  it  necessary  for  American  producers  to 
charge  exceedingly  high  prices  for  what  they  sold  to  Europe.  Two 
other  factors  combined  to  make  it  easy  to  increase  our  credit  circula- 
tion fast  enough  to  finance  the  rapidly  swelling  physical  volume  of 
business  at  steadily  soaring  prices. 

1.  For  the  foodstuifs  that  bulked  so  large  in  the  exports  of  1915, 
and  for  the  other  civilian  supplies  that  were  exported  to  Europe  there 
was  no  reason  aside  from  the  increase  of  demand  why  Americans 
should  charge  exceptionally  high  prices.  The  harvests  of  1914  were 
good,  those  of  1915  were  the  largest  on  record.  But  with  munitions 
and  army  equipment  the  case  was  different.  In  large  part  the  manu- 
facture of  these  goods  required  the  construction  of  new  plants   and 

12  See  the  monthly  index  numbers  made  by  the  Federal  Reserve  Board  from 
the  data  of  the  Bureau  of  Labor  Statistics,  Federal  Reserve  Bulletin,  Sep- 
tember, 1919,  pp.  661-2.  The  following  excerpts  show  the  trend  of  prices 
by  calendar  years: 

1914  1915  1916  1917  1918 

Raw  materials 

Farm    products 103  110  128  211  241 

Animal        "       106  100  119  169  201 

Forest         "       97  93  96  118  140 

Mineral       "       93  96  127  184  178 

Total     99  100  119  175  195 

Manufactured  goods 

Producers'    goods 95  100  141  186  196 

Consumers'       "     101  102  123  173  208 

13  See  Berridge's  price  indexes  of  exports  by  "great  groups"  given  in  an 
earlier  note. 
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machinery  and  the  hiring  and  training  of  new  workers  who  would  be 
ineflS^cient  at  first.  The  short-period  supply  price  rises  with  quantity 
demanded,  and  during  the  war  the  periods  within  which  increased  sup- 
ply was  demanded  were  short  indeed.  The  extent  of  the  rise  in  such 
a  case  depends  largely  on  the  cost  of  the  new  facilities  for  production, 
and  on  their  prospective  working  life.  Now  in  1915  and  in  1916 
American  business  men  had  grave  doubts  whether  the  war  could  go 
on  for  more  than  another  year.  They  were  therefore  unwilling  to 
make  the  outlays  necessary  to  provide  military  supplies  unless  they 
were  assured  prices  for  products  high  enough  to  repay  their  whole  in- 
vestments with  a  profit  in  short  order.  And,  of  course,  the  buyers 
while  desirous  of  paying  as  little  as  possible,  were  ready  to  promise  as 
much  as  was  necessary  to  get  contracts  accepted  by  these  hesitant 
manufacturers.  Hence  the  contract  prices  charged  for  military  sup- 
plies rose  at  a  pace  which  left  the  rise  of  foodstuffs  far  behind.  The 
clearest  case  revealed  by  our  index  numbers  is  that  of  explosives,  which 
more  than  doubled  in  price  by  October,  1915.^*  But,  once  certain  in- 
terests had  undertaken  war  contracts,  their  prospective  profits  were 
large  enough  to  make  them  ready  to  pay  almost  any  prices  for  the 
prompt  delivery  of  the  supplies  they  required  and  almost  any  wages 
for  labor.  No  regular  business  boom  ever  presents  such  a  pressing 
necessity  for  charging  high  prices  as  war  brings  to  the  munitions 
trades,  or  gives  a  trade  which  leads  the  advance  such  power  and  in- 
centive for  bidding  up  prices  in  other  lines. 

2.  The  Federal  Reserve  banks  opened  for  business  on  November 
16,  1914.  Under  the  old  National  Banking  system  the  ratio  of  cash 
reserves  to  demand  liabilities  had  been  distinctly  higher  in  the  United 
States  than  in  Canada  or  England. ^^  Yet  our  banks  as  a  whole  were 
notoriously  less  able  to  withstand  strains  than  the  Canadian  or  English 
banks.  When  their  reserves  were  mobilized  under  the  Federal  Re- 
serve system  it  was  reasonably  anticipated  that  a  given  sum  of  cash 
would  sustain  as  large  a  volume  of  deposit  credits  in  this  country  as 
elsewhere.  Accordingly,  the  minimum  reserve  requirements  were  ma- 
terially reduced  by  the  new  law.  This  reduction  meant  that  with  their 
existing  reserves  the  National  Banks  would  be  in  a  position  to  expand 
their  loans  largely  after  November,  1914.     But  such  an  expansion  was 

14  See  index  number  for  this  class  in  History  of  Prices  during  the  War, 
Summary,  p.  67. 

15  (Compare  F.  S.  Mead,  "Bank  Reserves  in  the  United  States,  Canada,  and 
England,"  Quarterly  Journal  of  Economics,  May,  1907. 
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not  what  was  looked  for  at  the  time.  Dr.  H.  Parker  Willis  presented 
the  best- informed  opinion  early  in  1914  when  he  said: 

"The  .  .  .  act  makes  a  very  great  reduction  in  reserve  requirements, 
and  will  release  a  great  volume  of  money  after  all  new  needs  for  the  re- 
serves of  the  federal  reserve  banks  have  been  complied  with.  That  this 
will  produce  some  danger  of  inflation  during  the  transition  period — a 
danger  that  will  need  to  be  carefully  guarded  against  by  the  best 
sense  of  the  banking  community — is  evident.  After  that  period  has 
been  passed  the  reduction  in  the  amount  of  gold  that  must  be  carried 
constantly  in  bank  vaults  will  really  be  far  reaching."^^ 

3.  The  enormous  exports  of  the  war  period  brought  it  about  that 
money  was  not  "released"  from  American  reserves.  Instead  gold  was 
poured  into  these  reserves  at  an  unprecedented  rate.  The  net  imports 
reached  420  millions  in  the  calendar  year  1915  and  530  millions  in 
1916 — nearly  a  billion  dollars  in  two  years. ^^  Of  course  this  billion 
of  new  gold  in  combination  with  the  reduced  reserve  requirements  made 
it  easy  for  the  banks  to  lend  several  billion  dollars  of  credit  to  the 
business  public.  They  did  in  fact  increase  their  loans  and  invest- 
ments by  nearly  7%  billion  dollars  between  June,  1914,  and  June, 
1917 — a  gain  of  37  per  cent.  Net  deposits  rose  at  a  slightly  faster 
rate — 39  per  cent  or  nearly  7  billions. ^^  Under  the  circumstances 
bank  credit  was  the  most  abundant  and  the  cheapest  commodity  in  the 
market.  The  business  year  1916  had  much  in  common  with  the  busi- 
ness year  1906.  But  in  1906  the  discount  rate  on  60-90  day  paper 
averaged  almost  6  per  cent;  in  1916  it  averaged  less  than  3%  per  cent. 
The  rates  on  four-months  paper  were  6.25  per  cent  in  the  earlier  year, 
and  3.84  per  cent  in  the  later.  Call  money  in  1906  averaged  6.55 
per  cent,  in  1916  2.62  per  cent.^®  Ordinarily,  high  interest  rates  and, 
what  is  more  important,  difficulty  in  securing  increased  banking  ac- 
commodation apply  a  powerful  brake  to  the  further  rise  of  prices  and 
the  further  expansion  of  business  after  prosperity  has  reached  a  certain 
pitch.     In  1916  no  such  check  was  imposed. 

16  "The  Federal  Reserve  Act,"  American  Economic  Review,  March,  1914, 
p.  21. 

17  See  Federal  Reserve  Bulletin,  November,  1919,  p.  1016. 

18  See  the  data  for  "all  banks  in  the  United  States,"  Federal  Reserve  Bulle- 
tin, September,  1919,  p.  839. 

19  Compare  E.  W.  Kemmerer,  "The  War  and  Interest  Rates,"  American 
Economic  Review,  Supplement,  March,  1919,  pp.  96-107,  and  the  monthly  rates 
of  interest  on  difiPerent  classes  of  loans  in  the  Review  of  Economic  Statistics, 
January,  1919,  pp.  91-103. 
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III.  Prices  from  the  American  Declaration  of  War  to  the 

Armistice 

When  the  United  States  entered  the  war  conditions  affecting  prices 
underwent  a  great  change. 

First,  the  physical  volume  of  exports  fell  off,  partly  because  of  the 
effect  of  the  submarine  campaign,  partly  because  the  available  ships 
were  largely  used  for  carrying  American  soldiers  to  France,  and  partly 
because  our  own  war  preparations  reduced  our  ability  to  manufacture 
for  others.  This  decline  was  by  no  means  offset  by  shipments  to  our 
army.  Berridge's  index  number  of  the  quantity  of  exports  reached 
171  in  the  fiscal  year  1917;  in  1918  it  fell  to  125.  If  the  shipments 
to  the  American  Expeditionary  Forces  be  included  these  numbers  be- 
come 172  and  129 — not  a  very  significant  emendation. 

Second,  the  war  demands  of  our  own  government  much  more  than 
made  up  for  this  decline  in  foreign  purchases.  Colonel  Ayers  esti- 
mates that  in  two  years  the  United  States  spent  almost  22  billions  on 
the  war.^°  This  sum  is  more  than  three  times  the  value  of  our  mer- 
chandise exports  in  the  banner  year  1917.  On  the  other  hand,  the 
government  tried  to  check  civilian  demand  by  preaching  economy  in 
consumption,  eliminating  wasteful  trade  practices,  restricting  non- 
essential industries,  cutting  down  imports,  etc.  But  it  took  many 
months  to  get  this  sensible  program  into  working  shape  and  it  had  not 
attained  full  efficiency  when  the  armistice  was  signed.  In  the  mean- 
time high  money,  wages  and  full  employment  as  well  as  prodigious 
profits  and  all  the  wastes  incident  to  hurry  were  powerful  counter- 
acting factors. 

Third,  in  the  face  of  the  net  increase  of  demand  for  commodities 
it  proved  impossible  to  increase  materially  the  physical  output  of 
American  industry  above  the  high  level  of  1916.  The  index  numbers 
of  the  production  of  raw  minerals  were  130  in  1916,  132  in  1917,  and 
127  in  1918.  If  we  include  in  the  index  all  raw  materials — among 
them,  farm  crops  that  depend  upon  the  weather  quite  as  much  as 
upon  the  effort  expended — the  indexes  become  111  for  1916,  114  for 
1917,  and  116  for  1918.  Modern  industry  is  capable  of  increasing 
output  rapidly  between  a  year  of  depression  like  1914  and  one  of  full 
activity  like  1916.  But  once  all  the  mills  are  busy  to  the  limit,  fur- 
ther output  must  wait  on  further  construction.  Although  the  war 
evoked  the  full  energy  of  the  nation,  it  took  nearly  5,000,000  of  the 

20  This  figure  does  not  include  loans  to  the  Allies.  The  War  with  Germany, 
a  Statistical  Sit^mmary,  by  Leonard  P.  Ayers,  p.  11. 
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best  workers  into  the  army  and  navy."^  To  increase  production  even 
moderately  under  these  circumstances  required  a  great  effort. 

Fourth,  banking  resources  were  further  mobilized  to  finance  the  war 
program.  By  the  act  of  June  21,  1917,  the  required  reserves  were  re- 
duced somewhat  and  transferred  in  toto  to  the  Federal  Reserve  Banks. 
Various  provisions  of  the  law  were  changed  to  encourage  state  banks 
and  trust  companies  to  join  the  system.  Measures  were  adopted  to 
draw  as  much  of  the  gold  coin  as  possible  into  the  Federal  Reserve 
banks,  and  an  embargo  was  laid  upon  gold  exports.  Finally,  bank  re- 
sources were  freely  utilized  to  finance  purchases  of  liberty  bonds.  By 
these  means  the  cash  reserves  of  the  Federal  Reserve  system  were  in- 
creased more  than  a  billion  dollars  between  our  declaration  of  war  and 
the  armistice,  the  circulation  of  Federal  Reserve  notes  was  increased 
over  two  billions,  and  1?he  total  loans  and  investments  of  all  banks  in 
the  country  were  increased  nearly  six  billions  in  the  shorter  period 
from  June,  1917,  to  June,  1918.  The  price  of  credit  accommodation 
advanced  indeed  under  these  circumstances,  but  was  not  allowed  to 
reach  the  high  rates  which  we  have  often  seen  at  the  culmination  of  a 
business  boom.-^  In  comparison  with  current  profits  bank  credit  re- 
mained a  cheap  article,  and  few  solvent  borrowers  outside  of  the  "non- 
essential" industries  had  their  credit  restricted. 

Of  course  these  conditions  made  possible  a  further  great  rise  in 
prices.  From  151  in  February,  1917,  when  diplomatic  relations  with 
Germany  were  severed,  the  War  Industries  Board  index  number  rose 
to  189  in  July, — an  advance  more  rapid  than  any  that  had  preceded. 
And  this  happened  before  the  military  program  had  been  developed, 
before  the  difficulty  of  increasing  production  was  appreciated,  before 
the  gold  in  circulation  had  been  gathered  in  by  the  Federal  Reserve 
banks,  before  the  Federal  Reserve  notes  had  reached  the  half  billion 
mark,  and  before  the  banks  had  made  their  enormous  advances  on  war 
paper.  These  later  developments  made  possible, — indeed,  they  made 
probable, — the  continuation  of  the  uprush  of  prices  through  1917  and, 
1918. 

Such  a  continuation  actually  occurred  in  England  and  in  France, 

21  The  War  with  Germany,  a  Statistical  Swmmari/,  by  Leonard  P.  Ayres, 
p.  13. 

22  Compare  the  following  average  rates  of  discount  in  New  York,  given  by 
the  Review  of  Economic  Statistics,  January,  1919,  pp.  95-103. 

1906     1907  1916     1917  1918 

4-6  month  commercial  paper 6.25%  6.66%  3.84%  5.07%  6.02% 

60-90  day  "  "      5.68  6.36  3.43  4.74  5.87 

Call  loans  at  the  Stock  Exchange    6.55  7.02  2.62  3.43  5.28 
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although  their  price  levels  in  the  summer  of  1917  were  relatively  much 
higher  than  ours.  And  in  the  United  States  also  an  index  number  of 
the  prices  of  793  commodities  which  the  government  did  not  "peg" 
moved  up  with  never  a  sag  from  160  in  July,  1917,  to  201  in  October, 
1918.  The  general  price  level  would  have  followed  a  similar  course 
had  the  government  not  intervened. 

Intervene  it  did  in  the  simplest  fashion.  While  the  policy  of  the 
Treasury  and  the  Federal  Reserve  Board  was  permitting  if  not  pro- 
moting "inflation/'^^  the  various  War  Boards  and  the  Price  Fixing  Com- 
mittee were  telling  producers  what  prices  they  should  charge  the  gov- 
ernment, and  in  many  cases  what  prices  they  should  charge  the  public 
for  commodities.  These  decisions  often  involved  substantial  reduc- 
tions from  the  current  market  quotations,  yet  they  were  loyally  ac- 
cepted in  the  great  majority  of  cases.  The  effect  was  striking.  An 
index  number  including  573  commodities  brought  under  price  control 
at  various  dates  from  midsummer,  1917,  to  the  armistice  was  reduced 
from  209  in  July,  1917,  to  189  in  June,  1918.  Thereafter  moderate 
advances  were  permitted  in  controlled  prices  and  this  index  rose  again ; 
but  it  did  not  regain  as  high  a  point  as  before  price-fixing  began. ^* 
The  net  effect  of  the  continued  increase  of  uncontrolled  prices  and  the 
reduction  of  controlled  prices  was  a  drop  in  the  American  price  level 
from  189  in  July  to  182  in  December,  1917,  followed  by  a  rise  to  201 
in  November,   1918. 

Of  course  the  volume  of  the  circulating  medium  accommodated  itself 
easily  to  the  requirements  of  business  at  this  price  level.  It  could 
easily  have  accommodated  itself  also  to  the  higher  levels  which  prices 
would  have  attained  had  there  been  no  price-fixing;  for  on  the  day  the 
armistice  was  signed  the  Federal  Reserve  banks  had  surplus  reserves 
of  half  a  billion,  a  surplus  equal  to  almost  a  third  of  the  required 
reserves. ^^     It  could  easily  have  accommodated  itself  also  to  the  lower 

23  Compare  E.  W.  Kemmerer,  "Inflation,"  Bankers  Statistics  Corporation 
Weekly  Service,  December  4,  1919. 

24  See  History  of  Prices  during  the  War,  Summary,  p.  43.  Fuller  details 
will  appear  in  the  forthcoming  Government  Control  over  Prices,  by  Paul  W. 
Garrett   (War  Industries  Board  Price  Bulletin  No.  3). 

25  This  surplus  is  computed  by  taking  35  per  cent  of  the  net  deposits  plus 
40  per  cent  of  the  Federal  Reserve  notes  in  actual  circulation  to  represent  the 
required  reserve,  and  deducting  this  sum  from  the  total  reserves  held.  The 
figures  for  November  8,  1918,  are,  required  reserve  $1,588  millions,  surplus 
reserve  $518  millions.  Compare  O.  M.  W.  Sprague,  "The  Significance  of  the 
Weekly  Statements  of  the  New  York  Clearing  House  Banks  and  of  the  Fed- 
eral Reserve  Banks."  (Bankers  Statistics  Corporation,  Weekly  service,  No- 
vember 25,  1919.) 
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range  of  prices  which  the  price-fixing  authorities  might  have  set  had 
they  realized  their  power  earlier^  brought  more  commodities  under  con- 
trol, and  insisted  upon  more  drastic  reductions.  But  their  accomplish- 
ment is  notable  as  demonstrating  that  within  wide  limits  the  price  level 
is  susceptible  of  direct  control  by  the  government  when  supported  by 
public  opinion. 

IV.  Prices  after  the  Armistice 

The  collapse  of  Germany  brought  a  new  series  of  changes  with 
dramatic  suddenness.  Just  when  we  were  getting  really  organized 
for  war  we  were  confronted  with  the  shattering  prospect  of  peace. 
That  meant  the  cancelation  of  war  orders,  the  discharge  of  thousands 
of  war  workers,  and  the  return  of  about  four  million  soldiers  and 
sailors  to  civil  life.  It  also  meant  the  rapid  decline  of  the  public 
morale  which  had  made  possible  a  national  policy  of  economic  organi- 
zation. We  had  no  one  to  present  vividly  to  the  nation  the  need  of 
such  a  policy  for  peace.  The  War  Boards  melted  away  and  we  re- 
lapsed into  "business  as  usual." 

Speculation  about  the  probable  course  of  prices  at  once  became  rife. 
On  that  topic  opinions  in  Washington  differed.  The  Division  of 
Public  Works  and  Construction  Development,  one  of  the  new  branches 
of  the  Department  of  Labor,  armed  Avith  a  trenchant  leaflet  by  Pro- 
fessor Irving  Fisher,  began  a  vigorous  propaganda  to  stimulate  build- 
ing. They  held  that  we  had  attained  a  permanently  higher  level  of 
prices,  and  therefore  that  "Business  men  are  going  to  find  out  that 
the  clever  man  is  not  the  man  who  waits,  but  the  one  who  finds  out 
the  new  price  facts  and  acts  accordingly."^^  On  the  other  hand,  the 
Federal  Reserve  Board  sounded  a  warning  note  in  its  Bulletin,  "Those 
countries  which  first  succeed  in  readjusting  their  costs  of  production 
and  restoring  their  industry  to  a  normal  level  of  values  (the  Board 
said)  will  be  most  successful  in  developing  their  exports  and  securing 
a  foothold  in  the  markets  of  consuming  nations  the  world  over."^'^ 
Then  President  Wilson  cabled  from  Paris  his  approval  of  plans  for 
readjusting  prices  and  authorized  the  Industrial  Board  of  the  Depart- 
ment of  Commerce  to  consider  the  problem  and  suggest  practical  meas- 
ures. But  the  greatest  purchasing  agency  of  the  government — the 
Railroad  Administration — thought  that  this  board  did  not  propose  a 
sufficient   reduction   in   steel   prices,    and   the   board   resigned.      That 

26  Compare  Mr.  R.  W.  Babson's  report,  Economics  of  the  Construction  In- 
dustry, U.  S.  Department  of  Labor,  1919. 
it  Federal  Reserve  Bulletin,  February,  1919,  p.  104. 
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episode  ended  the  effort  at  direct  constructive  action  by  the  govern- 
ment and  left  the  business  public  to  solve  the  problem  as  it  might. 

The  business  public  was  as  much  divided  in  its  counsels  concerning 
the  proper  price  policy  as  the  oflBcial  world.  Some  industries  promptly 
marked  prices  down  after  the  armistice,  others  marked  them  up  on  the 
termination  of  government  control.  The  net  resultant  was  a  sharp 
fall  in  the  general  price  level  from  December  to  February  or  March, 
followed  by  a  slow  recovery  which  lasted  through  June.^^  In  April 
many  Federal  Reserve  agents  reported  "that  the  business  community 
has  given  up  the  thought  that  it  may  profitably  await  a  further  con- 
siderable reduction  in  prices.  .  .  ."^^ 

Why  was  the  fall  of  prices  checked  so  soon?  The  answer  is  rather 
complicated.  In  part  the  check  resulted  merely  from  a  levelling  up 
process.  During  the  war  the  prices  of  non-essential  commodities  had 
been  held  far  below  the  average  advance,  partly  by  direct  price-fixing, 
partly  by  the  curtailment  of  civilian  demand.  Such  was  notably  the 
case  with  lumber  and  many  other  building  materials.  When  price  con- 
trol ended  the  producers  of  such  goods,  spurred  by  their  rising  costs 
and  encouraged  by  the  building  propaganda  of  the  Division  of  Public 
Works  and  Construction  Development,  began  marking  up  their  prices.^" 

28  The  Bureau  of  Labor  Statistics,  Bradstreet's,  and  Dun's  index  numbers 
for  1919  follow.  In  comparing  them  one  should  remember  that  the  two  com- 
mercial series  are  published  as  of  the  first  of  the  month,  while  the  ofl5cial 
series  is  more  properly  dated  at  the  middle  of  the  month.  There  can  be  no 
question  that  the  Bureau's  index  is  the  most  reliable  of  the  three  series  as  a 
measure  of  changes  in  the  general  level  of  prices.  See  the  comparison  made 
in  the  forthcoming  second  edition  of  Bulletin  of  the  Bureau  of  Labor  Sta- 
tistics, Whole  Number  173. 

Bradstreets  Dun  Bureau  of  Labor 

Month  Statistics 

January   18.53  ■    230.15  203 

February    17.63  220.05  197 

March    17.22  217.04  201 

April     17.28  219.97  203 

May    17.24  222.19  207 

June    18.09  227.97  207 

July    18.90  233.71  219 

August   20.00  241.65  226 

September    19.47  238.34  221 

October    19.52  223 

November    19.90  230 

^9  Federal  Reserve  Bulletin,  May,  1919,  p.  409. 

so  Compare  the  index  number  of  prices  of  "products  used  for  building"  in 
the  History  of  Prices  During  the  War,  Summary,  p.  53,  the  index  number 
of  forest  products  prices  in  the  Federal  Reserve  Bulletin,  September,  p.  862, 
the  Bureau  of  Labor  Statistics  index  of  lumber  and  building  materials  in  the 
Monthly  Labor  Review,  and  the  data  in  Mr.  Babson's  report  on  Economics 
of  the  Construction  Industry. 


II 


Prices  and  Reconstruction  145 

Second,  the  physical  volume  of  exports  increased  again,  and  particu- 
larly exports  of  foodstuffs. ^^  In  part,  domestic  consumers  were  bid- 
ding against  the  intense  demands  of  underfed  Europeans.  A  third 
factor  was  the  termination  of  the  economies  in  personal  consumption, 
partly  voluntary  and  partly  forced,  that  had  been  practiced  during  the 
war.  There  was  real  need  for  buying  more  than  the  customary  quanti- 
ties of  clothing,  household  furnishings,  and  the  like.  There  was  also 
pressing  need  for  more  home  building.  To  meet  these  demands  there 
was  not  an  adequate  supply  of  goods.  The  crops  of  1918  had  been 
but  moderately  good,  the  lumber  cut  had  been  below  the  prewar  level, 
mineral  production  had  fallen  behind  the  records  of  1916  and  1917,^^ 
stocks  of  finished  merchandise  had  been  purposely  kept  as  moderate  as 
was  judged  safe  during  the  war,  and  current  production  was  hampered 
by  the  process  of  readjustment  to  peace  conditions. 

Not  less  important  than  these  material  facts  of  demand  and  supply 
was  the  mental  attitude  of  different  sections  of  the  public.  Very 
many  consumers  had  more  money  to  spend  than  they  had  been  ac- 
customed to,  many  of  them  had  been  subjected  to  months  of  voluntary 
restraint  or  actual  privation ;  they  wanted  the  "grand  and  glorious  feel- 
ing" of  free  spending.  Most  soldiers  on  being  mustered  out  received  a 
substantial  lump  sum  and  thought  themselves  entitled  to  get  all  the  fun 
they  could  out  of  it.  The  newly  rich  are  always  the  most  conspicuous 
wasters,  and  the  war  had  produced  a  large  number  of  such  gentry. 

On  the  other  side  wage  earners  objected  strenuously  to  a  reduction 
of  wages,  and  manufacturers  objected  just  as  strenuously  to  a  reduc- 
tion of  selling  prices  until  wages  had  been  cut.  From  what  is  defi- 
nitely known  of  the  wage-earner's  position  his  case  for  maintaining 
rates  seems  strong.  The  Bureau  of  Labor  Statistics  has  published  re- 
sults of  its  investigation  into  hourly  rates  of  pay  in  eight  great  indus- 
tries. The  figures  show  four  industries  in  which  the  laggard  increase 
in  earnings  per  hour  by  the  spring  of  1919  was  less  than  the  75  per 
cent  increase  in  the  cost  of  living,  and  four  industries  in  which  earn- 
ings had  increased  more  than  living  expenses.  Supplementary  sta- 
tistics indicate  that  the  increase  in  the  average  weekly  earnings  in 
New  York  factories  over  June,  1914,  was  just  75  per  cent,  and  that 
the   wages   of  farm  laborers   throughout  the   country  had   also   risen 

31  Compare  Berridge's  figures  for  the  fiscal  year  1919,  given  above. 

32  See  the  index  numbers  of  the  production  of  various  classes  of  raw  ma- 
terials from  History  of  Prices  during  the  War,  Summary,  given  in  a  preceding 
footnote. 
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almost  exactly  as  much  as  the  cost  of  living.^^  But  hourly,  daily,  and 
weekly  rates  do  not  tell  the  whole  story.  In  the  spring  of  1919  aver- 
age working  class  incomes  doubtless  fell  off  because  of  the  cessation 
of  overtime  and  the  irregularity  of  employment.  To  submit  to  a  cut  in 
wages  would  have  meant  the  aggravation  of  that  loss.  Further,  the 
statisticians  of  the  great  trade  unions  could  show  that  real  wages  ap- 
pear to  have  declined  in  the  prewar  period  of  rising  prices,  and  that 
the  workingman's  best  hope  of  regaining  his  old  position  lay  in  pre- 
venting wages  from  falling  when  the  cost  of  living  declined.  They 
could  also  point  to  the  enormous  increase  of  profits  in  1916  and  1917, 
as  summed  up  with  startling  clearness  in  the  reports  of  the  Commis- 
sioner of  Internal  Revenue,  and  claim  that  during  the  war  the  em- 
ploying interest  had  benefited  at  the  expense  of  the  manual  workers. 
Finally,  the  trade  unions  on  the  whole  were  in  a  strong  position  and  a 
militant  temper,  conscious  of  a  fine  war  record,  able  to  offer  effective 
resistance  to  whatever  pressure  might  be  brought  to  decrease  wages, 
inclined  rather  to  press  for  further  increases. 

Willingly  or  reluctantly  employers  came  very  generally  to  appre- 
ciate this  position,  and  to  recognize  that  widespread  reductions  in 
wages  could  be  forced  only  by  a  bitter  struggle.  The  loose  talk  about 
"liquidating  labor"  which  had  flowed  freely  in  certain  circles  imme- 
diately after  the  armistice  became  less  common,  and  men  accepted  the 
alternative  of  doing  business  at  the  old  wage  rates  but  keeping  up 
prices.  Labor  was  not  only  high  priced  but  also  inefficient,  and  over- 
head costs  were  heavy  per  unit  because  of  the  restricted  scale  of  cur- 
rent output.  Under  the  circumstances  cutting  prices  would  have 
meant  cutting  profits.  In  the  wisdom  of  this  policy  of  price  main- 
tenance the  banks  seem  to  have  concurred.  They  had  abundant  lend- 
ing power  in  reserve  and  were  eager  to  see  it  employed.  Indeed,  at 
the  end  of  June  the  Federal  Reserve  banks  were  in  a  stronger  posi- 
tion than  when  the  armistice  was  signed,  holding  over  600  millions  of 
"free  gold."^*  The  business  man  who  wanted  to  buy  materials  could 
get  funds  for  that  purpose  and  for  his  pay  roll.  By  mutual  consent 
"watchful  waiting"  for  prices  to  fall  gave  place  to  a  resumption  of 
activity  on  the  existing  price  level. 

All  this  was  not  merely  an  American  development.  In  Canada  and 
England  we  know  from  index  numbers,  in  other  countries  we  have 
grounds  for  believing,  that  prices  pursued  much  the  same  course  as 

33  See  Monthly  Labor  Review,  July,  1919,  pp.  147,  148,  and  November,  1919, 
pp.  191-4. 

34  See  Federal  Reserve  Bulletin,  August,  1919,  p.  774. 
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in  this  country.  That  is^  the  general  level  declined  from  December 
until  some  time  in  the  spring,  paused,  and  then  turned  upward  again. 
Probably  much  the  same  factors,  material  and  psychological,  were  at 
work  everywhere.  But  the  check  and  the  upward  turn  seem  to  have 
come  a  month  or  two  earlier  here  than  abroad. 

Doubtless  the  policy  of  trying  to  resume  active  production  without 
waiting  for  a  fall  of  wages  or  prices  was  wholesome.  Bui  the  activity 
soon  became  far  more  marked  in  trading  than  in  manufacturing. 
"Booms"  developed  both  in  farming  lands  and  in  city  lots ;  heavy  deal- 
ings and  rapidly  mounting  prices  were  reported  from  the  produce  ex- 
changes and  the  Stock  Exchange.  In  July  the  Bureau  of  Labor  Sta- 
tistics index  number  jumped  suddenly  from  207  to  219,  the  greatest 
increase  being  in  prices  of  consumers'  goods. ^^  The  Federal  Reserve 
Board  felt  it  necessary  to  issue  one  of  its  periodical  warnings  "that 
the  funds  of  the  Federal  Reserve  system  are  in  no  sense  intended  for 
the  support  of  speculation  and  that  member  banks  should  bear  this  in 
mind  when  arranging  for  the  extension  of  accommodation  to  borrow- 
ers."^*^ But  the  Board  contented  itself  with  this  general  warning  and 
took  no  decisive  measures  to  check  speculation.  It  is  not  surprising 
therefore  that  in  November  they  had  to  report  that  the  decrease  in 
the  holdings  of  war  paper  by  member  banks  since  June  30  had  been 
much  more  than  offset  by  an  expansion  of  other  loans. ^^  The  reserve 
percentage  of  the  Federal  Reserve  banks  themselves  had  dropped  to 
the  lowest  figure  on  record, — 47.9  per  cent.^^  When  matters  had 
reached  this  stage  the  Reserve  Board  acted.  On  November  3  the 
Federal  Reserve  Bank  in  New  York  raised  its  discount  rate  and  all  the 
other  reserve  banks  presently  followed  suit.  The  Board  also  began 
actively  to  discountenance  the  use  of  Federal  Reserve  funds  in  the 
promotion  of  any  kind  of  speculation.  These  measures  caused  a  great 
tumble  of  stock  prices  and  doubtless  tended  to  moderate  speculation 
in  other  quarters.  Nevertheless  the  surplus  reserves  of  the  Federal 
Reserve  banks  suffered  a  further  fall  in  December. 

V.  Prices  in  the  Early  Nineteen-Twenties 
So  much  for  the  recent  past.     What  of  the  near  future  ?     To  make  a 
reasonable   forecast  we  must  conjecture  how  the  factors  which  have 
exercised  influence  upon  the  price  level  in  1919  seem  likely  to  develop 
in  1920  and  the  years  to  follow. 

^^  Federal  Reserve  Bulletin,  September,  1919,  p.  823. 

36  The  same,  July,  1919,  p.  618. 

37  The  same,  November,  1919,  p.  1010. 

38  October  31.    The  same,  p.  1009. 
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First  regarding  exports.  Professor  Charles  J.  Bullock,  John  H, 
Williams,  and  Rufus  S.  Tucker  have  made  a  thorough  statistical  study 
of  the  various  visible  and  invisible  items  in  our  foreign  trade,  and 
concluded  "that  after  a  brief  period,  while  Europe  is  still  in  extreme 
need  of  our  products  and  our  loans,  our  excess  of  exports  will  disap- 
pear. Exports  are  certain  to  diminish  and  the  quantity  of  goods  im- 
ported is  sure  to  increase  markedly. "^^  This  opinion  that  exports 
will  be  less  in  say  the  next  five  years  than  in  the  last  five  seems  to  be 
widely  shared.^"  And  since  the  Harvard  study  was  prepared,  the  like- 
lihood of  large  exports  next  year  has  been  lessened  by  the  heavy  fall  of 
foreign  exchange — which  greatly  increases  the  price  which  a  foreigner 
must  pay  in  his  own  money  for  American  goods, — and  by  the  reluc- 
tance of  American  bankers  and  investors  to  provide  large  credits  for 
foreign  buyers.  So  serious  has  the  situation  become  that  Secretary 
Glass  has  candidly  reversed  his  policy  of  leaving  foreign  trade  to 
private  initiative  and  appealed  to  Congress  for  authority  to  finance 
the  most  needed  exports  with  public  funds. *^  Of  course,  this  expected 
decline  in  the  physical  volume  of  exports  will  work  in  the  direction  of 
reducing  American  prices.  How  large  the  changes  will  be  in  any  one 
year  no  one  can  guess,  because  exports  and  imports  are  so  much  af- 
fected by  the  size  of  harvests. 

Next  consider  the  prospects  of  domestic  demand  and  domestic  pro- 
duction, for  the  moment  without  reference  to  the  influence  which  the 
future  changes  in  the  price  level  will  have  upon  them.  No  one  has 
yet  made  an  adequate  analysis  of  the  quantity  of  goods  we  produce 
year  by  year,  but  enough  evidence  is  available  to  show  that  the  out- 
put of  1919  will  average  rather  low.  The  production  of  pig  iron  and 
copper,  and  the  unfilled  orders  of  the  Steel  Corporation  are  not  only 
far  less  than  during  the  war,  but  also  less  than  in  1913.  Every 
month  the  Bureau  of  Labor  Statistics  reports  the  number  of  men  on 
the  pay  rolls  of  identical  establishments,  about  600  in  number,  this 

2^  Review  of  Economic  Statistics,  July,  1919,  p.  254. 

«>  Professor  F.  W.  Taussig  indeed  expects  "some  continuing  excess  of  mer- 
chandise exports  over  merchandise  imports  (in  the  decade  1920-30).  But  it 
would  seem  impossible  [he  adds]  that  the  annual  excess  should  be  on  the 
average  at  aU  so  great  as  that  of  the  decades  preceding  the  war.  In  the  end 
— supposing  no  new  factors  to  enter  before  this  final  stage  is  reached — ^the 
accumiilation  of  interest  payments  will  bring  about  an  excess  of  imports." 
Quarterly  Journal  of  Economics,  November,  1919,  pp.  13,  14.  Dr.  H.  Parker 
Willis  also  expects  "a  reduction  in  the  movement  of  our  goods  abroad." 
Bankers  Statistics  Corporation,  Weekly  Service,  November  18,  1919. 

41  See  his  letter  of  December  19,  to  the  Chairman  of  the  Ways  and  Means 
Committee  of  the  House  of  Representatives. 
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year  and  last  year.  Every  month  so  far  the  numbers  have  been  less 
in  1919  than  in  1918.*-  So  too  the  number  of  employees  in  New  York 
factories  have  run  steadily  behind  last  year's  records.  Professor  Kem- 
merer  has  shown  that  the  physical  volume  indices  of  the  Federal  Re- 
serve Bulletin  point  to  a  similar  conclusion.*^  Of  course  the  business 
barometers  that  involve  a  price  factor  show  new  records.  But  when 
one  makes  allowance  for  inflated  prices,  comparisons  generally  turn 
against  1919.  For  example,  building  permits  in  twenty  leading  cities 
from  January  to  October  reached  almost  $600,000,000.  But  that 
figure  does  not  represent  nearly  as  much  actual  construction  as  the 
469  millions  in  the  same  months  of  1912.  Even  the  enormous  "out- 
side" clearings  when  divided  by  the  Bureau  of  Labor  Statistics  index 
shrink  almost  exactly  to  the  figure  they  would  present  if  the  prewar 
rate  of  growth  (minus  the  price  factor)  had  been  continued.  In  other 
words,  such  prosperity  as  we  have  had  in  1919  has  been  business  pros- 
perity, not  industrial  prosperity.  It  represents  high  profits  brought 
by  active  trading  at  rising  prices,  not  by  active  production  of  useful 
goods.  From  the  viewpoint  of  national  welfare  it  is  an  illusion  pro- 
duced by  multiplying  the  values  of  most  commodities  by  two  and  a 
fraction.  To  see  the  fundamental  facts  in  a  true  perspective  we 
must  first  reduce  current  values  to  the  prewar  level  of  prices;  second, 
allow  for  the  restriction  upon  new  construction  and  civilian  supply  dur- 
ing the  war;  and  third,  count  in  the  large  growth  factor  which  has 
been  and  presumably  will  continue  to  be  such  a  characteristic  feature 
in  American  life.**  On  this  basis  it  is  safe  to  say  that  an  enormous 
increase  in  physical  production  is  called  for,  and  will  actually  occur 
in  the  next  few  years.  It  may  start  in  1920  or  it  may  be  deferred  by 
unfavorable  developments,  the  possibility  of  which  will  be  considered 
in  a  moment. 

As  already  implied,  domestic  demand  for  commodities  promises  to  in- 
crease. In  view  of  the  depleted  stocks  at  the  beginning  of  the  year 
and  the  restricted  production  in  1919  it  is  doubtful  whether  American 
families  have  yet  brought  their  supplies  of  clothings  household  furnish- 
es The  number  of  employees  reported  in  these  comparisons  has  never  been 
less  than  572,000, — a  fair-sized  sample.  See  the  current  issues  of  the  Monthly 
Labor  Revietif. 

*3  Bankers'  Statistics  Corporation,  Weekly  Service,  Dec.  4,  1919. 
44  Professor   Warren   M.   Persons   has   made   definite   measurements   of  this 
growth  factor  in  several  lines  of  development.     See  the  equations  of  secular 
trend  in  the  Review  of  Economic  Statistics,  January  and  April,  1919.     These 
figures  are  exceptionally  interesting. 
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ings,  and  the  like  up  to  their  customary  standards.  Certainly  a  rise 
in  these  standards  seems  likely  among  farmers^  who  are  finding  their 
harvests  very  profitable  despite  rather  low  yields  per  acre.  And  if 
workingmen  succeed  in  maintaining  their  wages  and  get  fuller  employ- 
mentj  their  purchasing  power  is  likely  to  rise  more  than  the  cost  of 
living  as  soon  as  European  agriculture  recuperates,  if  not  sooner.  A 
fall  of  money  wages  seems  unlikely  both  because  of  the  great  amount 
of  work  to  be  done  and  because  of  the  decline  in  immigration.  In 
1913  the  excess  of  immigrant  arrivals  over  departures  surpassed 
1,100,000.  From  1915  to  1918  this  excess  shrank  to  127,000  per  an- 
num. In  the  months  of  1919  so  far  reported  the  departures  have  actu- 
ally exceeded  the  arrivals,  and  the  excess  of  departures  is  expected  to 
reach  larger  proportions  in  the  immediate  future.  We  are  probably 
short  by  over  two  million  the  number  of  immigrant  workers  whom  we 
might  have  expected  to  have  amongst  us  had  the  war  not  occurred. 
This  shortage  means  at  least  one  person  out  of  every  twenty  at  work, — 
quite  enough  to  have  an  appreciable  effect  upon  the  contest  over 
wages.  Of  course  people  on  fixed  incomes  are  in  a  bad  plight  and 
their  demand,  though  gaining  somewhat,  will  continue  restricted.  But 
this  item,  though  large  absolutely,  is  small  relatively.  Salaries  do  not 
bulk  large  in  total  pay  rolls,  and  one  of  the  most  significant  facts 
brought  out  by  income-tax  reports  is  that  income  from  bonds  is  less 
than  one  fifth  of  business  profits  plus  dividends.*^ 

If  consumers'  demand  promises  to  expand,  demand  for  new  con- 
struction should  become  very  large.  Early  this  year  the  Division  of 
Public  Works  and  Construction  Development  secured  from  a  ques- 
tionnaire reports  on  nearly  6500  projects  representing  nearly  a  bil- 
lion and  three  quarters  dollars  which  had  been  planned  but  not  con- 
structed.*^ Of  course  the  list  was  not  complete  at  the  time,  and  the 
arrears  have  grown  greater  during  the  year  because  building  has  been 
less  than  normal. 

Nor  should  there  be  any  lack  of  investment  funds  to  finance  a  great 
increase  in  industrial  equipment.  In  two  years  we  spent  twenty-two 
billions  on  the  war  and  loaned  to  the  Allies  nine  billions  more.*^  That 
is,  we  paid  ourselves  for  all  the  exports  we  sent  to  Europe  after  we 

*5  Compare  Statistics  of  Income,  1917,  Internal  Revenue  Bureau,  p.  13. 

46  Economics  of  the  Construction  Ind/ustry,  p.  241. 

47  Compare  Professor  Seligman's  careful  summary  of  expenditures  properly 
attributable  to  the  war,  American  Economic  Review,  December,  1919,  espe- 
cially p.  757. 
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began  the  war  and  met  our  own  bills  as  well.*^  Treasury  borrowings 
may  well  continue,  but  they  will  be  on  a  vastly  reduced  scale.  This 
reduction  together  with  a  decline  in  the  value  of  export  credits  will 
make  several  billions  a  year  available  for  permanent  investment  at 
home.  That  remains  true  even  though  we  look  for  some  decline  in 
current  savings.  The  great  rise  in  prices  in  1916  and  1917  artificially 
swelled  profits  at  the  expense  of  incomes  from  personal  services,  bonds, 
and  real  estate.  Such  a  change  in  the  distribution  of  income  enhances 
savings  in  this  country,  where  savings  are  made  largely  by  business 
enterprises  themselves  and  by  the  recipients  of  large  personal  incomes. 
The  lagging  adjustments  of  wages  have  already  narrowed  the  wide 
margins  which  created  war  profits  and  may  well  narrow  them  still 
further,  with  the  effect  of  increasing  consumers'  demand  and  reducing 
the  sum  for  investment.  Professor  David  Friday,  whose  former  esti- 
mates in  this  field  have  proved  very  successful,  thinks  that  corporation 
profits  in  1919  will  run  about  seven  and  a  half  billions,  as  against 
nine  and  a  half  billions  in  1918  and  ten  and  a  half  billions  in  1917. 
At  bottom  there  is  no  question  about  our  capacity  to  restore  and  ex- 
tend the  equipment  of  our  railways,  factories,  and  mines;  for  we  have 
the  requisite  brains,  hands,  machines,  and  materials.  All  that  is 
needed  is  courage  and  initiative  in  setting  these  waiting  resources  at 
work.  Financial  difficulties  may  retard  somewhat,  but  they  will  not 
be  permitted  to  prevent  a  consummation  so  devoutly  to  be  wished. 

Fundamental  conditions,  then,  favor  a  marked  increase  of  industrial 
activity  and  a  continuation  of  the  sellers'  market  we  have  had  since 
last  spring.  We  are  producing  at  present  far  below  capacity,  and 
there  is  a  vast  demand  for  consumers'  goods  and  new  construction 
needing  to  be  filled.  What  may  postpone  the  revival  of  physical  pro- 
ductivity to  which  these  conditions  point? 

Industrial  warfare  on  a  grand  scale  would  do  it,  whether  provoked 
by  a  determined  effort  to  "liquidate  labor"  or  by  ill-advised  strikes, 
or  by  a  low  state  of  morale  among  both  employers  and  workmen.  We 
are  certainly  still  in  a  quarrelsome  temper  and  perhaps  we  shall  not 
return  to  sanity  until  we  have  broken  more  of  each  other's  heads.  But 
it  does  not  seem  to  me  likely  that  this  war  fever  after  the  war  can  run 
very  much  longer. 

A  severe  panic  followed  by  depression  might  postpone  the  indus-^ 
trial  revival  a  year  or  more — not  very  long  since  instead  of  having  the 

48  Compare  F.  W.  Taussig,  "The  Present  and  Future  of  the  International 
Trade  of  the  United  States,"  Quarterly  Journal  of  Economics,  November, 
1919,  p.  6. 
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superfluous  stocks  of  consumers'  goods  and  superfluous  machinery  left 
over  by  most  crises  we  are  short  of  goods.  But  what  chance  is  there  of 
a  panic?  Perhaps  the  most  ominous  sign  is  the  low  rate  of  business 
mortality  in  the  last  few  years.  High  prices  swell  liabilities^  yet  ever 
since  1916  the  total  liabilities  of  failed  firms  have  run  well  below  the 
low  record  of  prosperous  1912.  In  1919  the  liabilities  have  been 
especially  small.  This  must  mean  that  we  have  amongst  us  a  large 
number  of  weak  and  wasteful  enterprises  with  high  costs,  enterprises 
that  have  been  kept  going  only  by  rising  prices.  As  soon  as  this  rise 
is  checked  we  may  expect  an  epidemic  of  overdue  bankruptcies.  An- 
other danger  is  that  the  narrowing  of  the  exceedingly  wide  war-profit 
margins  among  solvent  enterprises  may  combine  with  rising  interest 
rates  to  cause  a  drastic  revision  of  credit  ratings  and  start  the  process 
of  liquidating  loans.  The  speculative  revival  of  last  summer  staved 
off  these  dangers  for  the  moment,  but  made  them  more  serious  in  the 
end.  A  resumption  of  that  movement  might  precipitate  a  panic  after 
a  few  months.  But  as  matters  stand  I  think  that  both  of  these  dangers 
may  be  met  successfully,  if  we  have  prudent  management. 

One  factor  of  safety  is  the  outflow  of  gold.  In  the  first  six  months 
after  the  embargo  was  lifted  the  excess  of  gold  exports  over  imports 
reached  $275,000,000.  The  metal  went  mainly  to  Japan,  Argentina, 
China,  and  other  countries  whose  powers  of  absorption  are  not  very 
great.  I  count  this  moderate  outflow  a  factor  of  safety  because  it  helps 
directly  or  indirectly  to  hasten  the  day  when  our  bankers  must  adopt 
a  more  conservative  policy.  The  Federal  Reserve  banks  still  have  a 
considerable  amount  of  gold  in  excess  of  their  reserve  requirements 
and  their  policy  in  1919  holds  out  little  hope  that  they  will  exert  a 
steadying  influence  on  business  until  they  are  forced  to  do  so. 

Much  depends  upon  the  wisdom  and  courage  with  which  the  Fed- 
eral Reserve  Board  meets  the  problems  that  1920  presents.  That 
Board  does  not  have  great  confidence  in  its  power  to  control  credit 
inflation  by  changing  its  discount  rates.  In  the  October  Bulletin  is 
expressed  doubt  "whether  for  a  long  time  to  come  and  taking  the 
country  as  a  whole,  there  will  be  any  such  connection  of  Federal  Re- 
serve Bank  rates  with  the  volume  of  credit  in  use  as  was  to  be  noted, 
for  example,  in  prewar  days  in  England.  .  .  .  American  business  is, 
for  the  most  part,  done  on  liberal  margins.  .  .  .  Such  a  condition  does 
not  make  for  sensitiveness  to  the  influence  of  changing  rates  such  as 
was  the  case  in  England,  where  much  business  is  done  on  a  narrow 
margin  of  profit.  .  .  ."*^     All  this  is  true,  but  when  the  Board  did 

^^  Federal  Reserve  Bulletin,  October,  1919,  p.  911. 
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raise  its  rates  in  New  York  on  November  3  and  insisted  on  closer 
scrutiny  of  loan  applications,  the  contraction  of  credit  was  prompt 
and  the  consequences  spectacular.  We  may  hope  that  the  Board  will 
be  encouraged  by  this  episode  to  act  more  boldly  in  the  future  and  in 
better  season.  Nor  is  this  hope  forbidden  by  the  Board's  assertion 
tliat  "little  desirable  restraining  influence  could  have  been  exercised" 
over  the  speculative  campaign  of  the  summer  by  an  advance  of  rates. 
For  the  Board  publishes  opposite  opinions  about  the  same  subject  in 
the  same  bulletin  often  enough  to  suggest  that  it  may  change  its  ma- 
jority views  from  one  month  to  the  next. 

ISfy  guess  is  that  the  Federal  Reserve  Board  will  try  hard  to  repress 
a  recrudescence  of  speculation  in  1920  and  that  they  will  succeed. 
They  will  support  business  ventures  that  promise  an  increase  of  pro- 
duction, and  conserve  their  surplus  reserve  to  meet  the  strains  threat- 
ened by  an  increase  of  bankruptcies,  by  a  mild  downward  revision  of 
credit  ratings,  and  by  limited  exports  of  gold.  On  that  assumption  the 
changes  in  the  general  level  of  prices  will  not  be  violent  in  either  di- 
rection, barring  an  extraordinary  change  in  world  crops.  Business  will 
not  be  buoyant,  for  there  are  still  many  readjustments  to  be  made  that 
will  involve  months  of  difficult  negotiations  filled  with  anxiety.  Public 
utilities  will  be  struggling  for  rate  advances ;  salary  increases  will  be 
reluctantly  granted  under  pressure  by  business  enterprises  and  public 
authorities ;  contests  over  collective  bargaining,  wages^  hours^  working 
conditions  and  efficiency  will  be  numerous ;  bankruptcies  will  mount  to 
disquieting  levels;  bankers  will  be  nervous  and  try  to  appear  confi- 
dent; large  security  issues  will  be  offered;  investors  will  be  captious 
and  demand  high  rates;  agitation  for  economic  reforms  will  be  rife,  and 
polities  embittered.  But  amidst  all  these  difficulties,  business  will  be 
supported  by  a  ground  swell  of  gradually  increasing  output  both  of 
consumers'  goods  and  industrial  equipment  and  1920  will  close  with  a 
more  confident  outlook  than  that  with  which  it  begins. 

It  is  quite  possible,  however,  that  our  banking  authorities  will  not 
insist  firmly  upon  high  discount  rates  and  close  scrutiny  of  the  pur- 
poses for  which  bank  loans  are  used,  and  it  is  possible  that  even  vigor- 
ous efforts  to  check  speculation  will  prove  futile.  There  is  complaint 
even  in  England  that  advances  in  bank  rates  do  not  have  their  prewar 
effectiveness  upon  business  expansion.  In  either  case  the  rise  of  prices 
will  go  on  until  the  surplus  reserves  of  the  Federal  Reserve  Banks 
are  exhausted.  We  are,  indeed,  not  far  from  that  point  at  present. 
Then  will  come  a  sudden  check  upon  credit  and  a  period  of  severe 
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financial  strain^  if  not  of  panic.  Industrial  depression  will  follow 
and  the  revival  will  be  postponed  until  1921  or  perhaps  1922, 

When  we  take  a  longer  look  into  the  future  of  prices  the  problem  of 
gold  looms  large.  Present  indications  are  that  the  world  output  of 
gold  will  not  return  to  the  high  level  of  1912  in  the  near  future.  On 
the  other  hand,  the  great  commercial  nations  of  Europe  may  seek  to 
restore  their  gold  standards.  How  soon  such  policies  will  develop  and 
how  great  a  draft  they  may  make  on  our  own  stock  of  gold  is  most 
imeertain.  We  may  be  sure  that  many  ingenious  minds  will  try  to  in- 
vent some  satisfactory  substitute  for  the  gold  standard.  There  will  be 
strong  opposition  to  a  return  to  the  old  gold  content  of  the  pound 
sterling,  franc,  and  mark,  because  of  the  fall  of  prices  and  increased 
pressure  of  public  debts  which  such  changes  would  threaten.  Bimetal- 
lism will  find  many  champions.  Finally,  we  may  be  sure  that  the 
changed  habits  with  reference  to  the  use  of  paper  money  and  checks 
which  the  war  has  enforced  will  persist  in  considerable  measure,  and 
that  the  amount  of  gold  required  to  resume  specie  payments  under  these 
conditions  will  bear  a  smaller  ratio  than  formerly  to  the  total  cur- 
rency. 

What  the  outcome  of  these  conflicting  currents  will  be  we  cannot 
foresee.  But  it  seems  likely  that  at  least  two  or  three  years  will 
elapse  before  England,  France,  and  Germany  begin  extensive  prepa- 
rations for  resumption,  and  that  when,  and  if,  they  resume  they 
will  take  measures  to  prevent  paying  interest  or  principal  of  the  war 
debt  in  money  having  vastly  more  purchasing  power  than  the  money 
they  borrowed.  Perhaps  a  world  shortage  of  gold  will  be  prevented. 
Great  deposits  of  pay  ore  are  mapped  out  in  the  Eastern  Rand  which  is 
under  government  control.  It  is  conceivable  that  a  large  increase  in 
the  output  from  this  field  will  be  planned  to  produce  much  of  the  metal 
required  for  resumption.  There  may  be  a  concerted  effort  by  Euro- 
pean nations  to  avoid  a  relapse  to  a  lower  level  of  prices.  One  of 
the  lessons  of  the  war  is  that  efforts  to  control  the  general  fluctuations 
of  prices  when  made  by  strong  governments  supported  by  public  opin- 
ion have  a  better  prospect  of  success  than  we  used  to  believe.  If 
Europe  does  go  in  for  a  policy  of  price  maintenance  American  prices 
will  be  less  likely  to  fall.  Indeed  the  maintenance  of  something  like 
the  present  level  for  years  to  come  is  not  impossible.  But  the  more 
conventional  forecast,  and  the  one  more  in  accord  with  past  experi- 
ence, is  that  within  one  to  three  years  prices  will  begin  a  checkered 
decline  the  world  over  under  the  combined  influence  of  restored  agri- 
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culture,  active  industry,  keen  competition  in  international  trade,  and 
European  efforts  to  accumulate  gold. 

VI.  The  Need  of  Fundamental  Changes  in  Monetary  Systems 

One  cannot  conclude  a  survey  of  the  violent  changes  in  prices  during 
the  war  and  of  the  grave  uncertainties  of  the  near  future  without  re- 
flecting upon  the  badness  of  the  best  existing  monetary  systems.  The 
United  States  has  maintained  the  gold  standard  without  serious  limi- 
tation and  has  reorganized  its  banking  system  on  approved  lines. 
Nevertheless  we  have  had  price  fluctuations  almost  as  violent  as  those 
of  the  greenback  period.  These  fluctuations  have  caused  unmerited 
suffering  to  millions  of  families  and  have  heaped  unearned  riches  upon 
thousands.  They  have  caused  wasteful  struggles,  encouraged  extrava- 
gance among  some,  and  created  the  class  of  "new  poor."  They  have 
promoted  speculation  and  reduced  the  efEciency  of  management  and 
labor.  We  are  poorer  in  goods,  more  quarrelsome  in  spirit,  less  ready 
to  work  because  of  these  fluctuations.  All  this  has  happened  and  is 
irretrievable.  But  within  a  few  years  fresh  changes  may  happen  just 
as  evil  in  their  consequences.  This  wretched  record  and  this  wretched 
prospect  are  a  grave  indictment  of  our  present  form  of  economic  or- 
ganization. Have  we  not  sufficient  constructive  imagination  and  prac- 
tical sagacity  to  develop  a  better  monetary  system? 


BANKING  POLICY  AND  THE  PRICE  SITUATION 

By  H.  G.  Moulton 
The  University  of  Chicago 

I.  Introduction 

Under  the  title  of  this  paper  might  be  appropriately  discussed 
either  the  extent  to  which  past  banking  policy  is  responsible  for  the 
present  price  situation,  or  the  formation  of  a  present  and  future  bank- 
ing policy  in  the  light  of  the  present  price  situation.  I  take  it  that 
it  was  the  intention  of  the  program  committee  that  the  discussion 
should  be  directed  mainly  to  the  second  of  these  questions.  The  word- 
ing of  the  subject, — Banking  Policy  and  the  Price  Situation, — indi- 
cates that  the  argument  should  consider  the  extent  to  which  the  price 
situation  may  be  modified  by  banking  policy.  The  main  issue  would 
seem  to  be  whether,  through  the  formation  of  a  proper  banking  policy, 
a  deflation  of  the  currency  may  be  secured  which  will  result  in  a  re- 
duction of  prices.  We  shall,  therefore,  start  witJi  the  assumption  that 
it  is  desirable,  if  possible,  to  bring  about  a  general  reduction  in  the 
price  level. 

By  way  of  preliminary,  it  is  necessary  to  emphasize  what  I  con- 
ceive to  be  the  indisjDensably  necessary  way  of  approach  to  the  prob- 
lem of  money  and  prices.  For  reasons  of  exposition,  general  treatises 
on  Political  Economy  have  usually  divided  the  subject  matter  into 
Production,  Exchange,  and  Distribution,  In  this  tripartite  treatment 
money  is  not  introduced  into  the  discussion  until  after  goods  have  been 
produced.  Once  produced,  however,  goods  (both  consumers'  and  pro- 
ducers' goods)  must  be  exchanged;  and  money  is  the  medium  for  ex- 
changing them.  There  has  developed  in  this  connection  the  well-known 
quantity  theory  which  compares  the  total  quantity  of  goods  to  be  ex- 
changed with  the  total  quantity  of  monetary  counters  available  for  the 
purpose.  If  the  quantity  of  money  increases  more  rapidly  than  the 
quantity  of  goods,  other  things  remaining  equal^  prices  will  rise, — and 
vice  versa.  There  has  been  more  or  less  speculation  as  to  whether 
other  things  always  remain  equal;  but  in  the  main  it  has  been  as- 
sumed that  increasing  or  decreasing  quantities  of  currency  are  the 
primary  factors  in  causing  price  changes. 

For  instance,  in  a  recent  article^  Professor  Kemmerer  points  out 

1  E.  W.  Kemmerer,  "Inflation,"  in  Bankers  Statistics  Corporation,  Weekly 
Service,  New  York,  Dec.  14,  1919. 
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that  during  the  war  period  the  total  quantity  of  currency  increased 
more  rapidly  than  the  total  quantity  of  goods;  and  he  concludes  that 
the  rise  of  prices  is  directly  attributable  to  the  fact  that  the  quantity 
of  currency  has  outrun  the  "needs  of  trade."  But  when  one  assumes 
the  needs  of  trade  to  be  a  constant  factor  (save  where  the  physical 
volume  of  trade  increases),  he  assumes  the  very  point  to  be  proved. 
If  J  because  of  an  inordinate  demand  for  goods  occasioned  by  the  war, 
or  a  scarcity  of  goods  caused  by  the  destruction  of  capital  and  a  dis- 
ruption of  the  economic  organization,  the  expenses  of  production  of 
goods  should  be  increased,  it  should  be  obvious  that  the  needs  of  trade, 
as  expressed  in  monetary  terms,  have  changed:  it  requires  a  greater 
quantity  of  funds  with  which  to  conduct  the  same  volume  of  business. 

It  is  my  view  that  one  cannot  get  far  in  an  understanding  of  the 
price  making  process  unless  he  comes  at  the  problem  from  the  stand- 
point of  production  rather  than  by  way  of  exchange.  If  one  assumes 
that  money  has  to  do  only  with  the  exchanging  of  goods  that  have 
already  been  produced, — that  it  has  nothing  to  do  with  the  produc- 
tive process, — he  will  be  likely  to  conclude  that  a  curtailment  of  loans 
and  a  reduction  of  bank  currency  would  automatically  leave  a  smaller 
total  volume  of  currency  to  be  exchanged  for  the  same  volume  of 
goods,  with  the  result  that  the  price  quotient  must  be  smaller.  But  if 
one  grasps  the  significant  fact  that  business  borrows  funds  from  the 
banks  as  a  means  of  assembling  the  land,  labor,  and  capital  necessary 
to  each  stage  of  the  productive  process, — from  the  digging  of  the  raw 
materials  out  of  the  earth,  through  the  various  changes  in  form  that 
occur  in  the  manufacturing  process,  to  the  creation  of  time,  place,  and 
possession  utilities  in  the  marketing  process, — he  will  recognize  that 
a  mere  curtailment  in  the  volume  of  bank  currency  will  not  necessarily 
reduce  prices.  In  terms  of  the  quantity  theory  analysis  the  volume  of 
trade  might  be  reduced  in  rough  proportion  to  the  decrease  in  the  vol- 
ume of  credit  currency.  Let  it  be  understood  that  at  the  moment  I  am 
attempting,  not  to  prove  the  ease,  but  only  to  suggest  a  point  of  view. 

A  further  illustration  of  what  I  mean  by  intimating  that  a  considera- 
tion of  the  price  question  from  the  point  of  view  of  exchanging  goods 
that  have  already  been  produced  is  almost  certain  to  lead  to  faulty  gen- 
eralizations is  found  in  the  current  doctrine, — enunciated  repeatedly 
by  both  financiers  and  economists, — that  in  order  to  reduce  the  level 
of  prices  we  must  decrease  consumption  and  increase  production.  In 
the  words  of  the  Federal  Reserve  Bulletin: 

There  must  be  an  increase  in  production  and  in  saving.  The  effect  of  in- 
creased  production  will  be  to  place   a  larger  volume  of  goods   against  the 
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greatly  enlarged  volume  of  our  purchasing  media  and  thus  to  reduce  prices. 
The  effect  of  increased  saving  will  be  a  reduction  in  the  volume  of  purchasing 
media  in  use,  and,  by  consequence,  a  reduction  of  prices  also.2 

When  the  anonymous  writer  of  this  quotation  says  that  the  effect  of 
increased  saving  is  to  reduce  the  volume  of  purchasing  media  in  use, 
he  is  obviously  thinking  only  of  the  money  used  in  connection  with 
consumers'  goods.  Now  since  consumption  is  to  be  reduced,  the  in- 
creased production  is  doubtless  to  consist  of  capital  goods  rather  than 
consumptive  goods.  The  writer  apparently  assumes  that  capital  goods 
(and  consumptive  goods  as  well,  for  that  matter)  can  be  produced 
without  the  use  of  bank  loans  and  deposit  currency/  because  he  says 
there  is  to  be  an  increase  of  total  goods  and  a  decrease  in  total  cur- 
rency; and  thus  an  automatic  fall  in  the  price  level.  I  have  never 
yet  known  a  producer  of  raw  materials  which  are  to  be  used  in  the 
creation  of  cpaital  goods,  or  a  manufacturer  engaged  in  the  produc- 
tion of  capital  goods,  or  a  wholesaler  or  retailer  selling  goods  which 
are  to  be  devoted  to  construction  purposes,  who  did  not  require  work- 
ing capital  with  which  to  finance  his  operations.  And  unless  it  can 
be  shown  that  goods — either  consumptive  or  capital  goods — can  be 
produced  without  the  use  of  currency,  it  cannot  be  argued  that  in- 
creased production  will  "place  a  larger  volume  of  goods  against  the 
greatly  enlarged  volume  of  our  purchasing  media"  and  thus  automat- 
ically reduce  prices.* 

In  the  analysis  which  follows  an  attempt  will  be  made  to  consider 
the  relation  of  bank  loans  to  the  price  question  from  the  point  of  view 
of  the  productive  process.  It  is  believed  that  when  currency  is  viewed 
as  an  indispensable  handmaiden  of  production  one  will  arrive  at  very 
different  conclusions  from  those  reached  when  one  sees  the  problem  of 
money  and  prices  in  purely  mechanical  terms,  as  expressed  by  the 
equation  of  exchange. 

2  Federal  Reserve  Bulletin,  October,  1919,  p.  914. 

3  The  statement  also  contains  the  implicit  assumption  that  capital  goods 
are  not  exchanged  by  the  use  of  money.  This  is  in  line  with  most  of  the 
quantity  theory  analysis.  See,  for  instance,  Professor  Fisher's  scales  with 
money  on  one  side  of  the  balance  and  bread,  cloth  and  coal  on  the  other. 
Purchasing  Power  of  Money,  p.  23. 

4 1  should  not  like  to  be  understood  as  opposing  an  increase  of  produc- 
tion. From  every  point  of  view  it  is  of  paramount  importance  (See  footnote, 
p.  175).  I  am  here  only  indicating  the  futility  of  assuming  that  an  increase  of 
production  will  not  require  the  use  of  currency. 
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II.  Results  of  Loan  Contraction 

Let  us  consider^  first,  the  various  means  by  which  the  volume  of  bank 
currency  might  conceivably  be  contracted.  The  possibilities  are  as 
follows : 

1.  By  a  reduction  of  commercial  loans  to  producers  of  raw  materials, 
manufacturers,  wholesalers,  and  retailers. 

2.  By  a  reduction  of  collateral  loans  to  these  same  classes  of  busi- 
ness men. 

3.  By  a  reduction  of  collateral  loans  to  investment  banking  institu- 
tions. 

4.  By  a  reduction  of  collateral  loans  to  speculators. 

5.  By  a  reduction  of  collateral  loans  for  consumptive  purposes. 

6.  By  a  reduction  of  the  direct  investments  of  banks  in  securities. 
Suppose  we  trace  the  precise  results  that  might  be  expected  to  fol- 
low from  a  policy  of  loan  contraction  in  each  of  these  cases: 

1.  By  a  reduction  of  commercial  loans. 

It  is  necessary  for  producers  of  raw  materials  to  borrow  working 
capital  with  which  to  meet  operating  expenses.  A  reduction  in  com- 
mercial loans  to  these  producers  would  decrease  the  amount  of  work- 
ing capital  available  for  their  operations  and  thus  reduce  the  volume 
of  production  of  raw  materials.  Only  in  the  event  that  the  working 
capital  required  could  be  raised  by  the  selling  of  additional  securities 
would  they  be  in  a  position  to  continue  production  as  usual.  There  is, 
indeed,  another  theoretical  alternative, — that  of  reducing  wages.  If  in 
view  of  present  labor  psychology  and  present  labor  organization,  any- 
one thinks  this  a  practicable  means  of  decreasing  the  costs  of  business 
and  hence  the  volume  of  working  capital  required,  he  is  of  course  en- 
titled to  the  opinion. 

The  manufacturer,  also,  borrows  a  considerable  proportion  of  his 
working  capital  from  the  commercial  banks.  The  immediate  effect  of 
a  curtailment  of  his  loans  would  likewise  be  a  reduction  in  the  volume 
of  production ;  for  the  manufacturer  would  have  less  money  with  which 
to  meet  payroll  requirements  and  less  with  which  to  purchase  the  raw 
materials  required. 

A  reduction  of  loans  to  wholesalers  and  retailers  would  follow  as  an 
inevitable  consequence  of  a  reduction  of  loans  to  producers  of  raw  ma- 
terials and  manufacturers;  because  a  decreased  volume  of  production 
farther  back  in  the  productive  process  would  mean  a  smaller  volume 
of  goods  to  pass  through  the  hands  of  middlemen.  Hence  a  smaller 
volume  of  working  capital  would  suffice  to  conduct  the  marketing 
process. 
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The  result  of  this  curtailment  of  loans  for  commercial  purposes 
would  in  every  case  very  obviously  be  to  decrease  the  volume  of  deposit 
currency.  It  would  also  doubtless  reduce  somewhat  the  volume  of 
Federal  Reserve  notes.     But  would  it  necessarily  reduce  prices? 

A  lessened  volume  of  production  on  the  part  of  producers  of  raw 
materials  and  manufactures  would  have  important  economic  results, 
aside  from  a  reduction  in  the  volume  of  bank  currency.  In  the  first 
place,  it  would  mean  an  increase  in  the  number  of  unemployed  laborers 
and  a  consequent  decrease  in  the  demand  for  the  produce  of  industry 
generally.  This  fall  in  effective  demand  would  very  likely  result  in  a 
decrease  in  the  price  of  goods  that  had  already  been  produced  and 
were  awaiting  sale  to  consumers.  But  this  does  not  necessarily  imply 
that  additional  goods  could  be  produced  at  the  lower  prices.  For,  sec- 
ond, a  reduction  in  the  volume  of  production  as  a  result  of  the  contrac- 
tion of  loans  would  not  directly  decrease  the  cost  of  production  of  these 
additional  goods.  On  the  contrary,  the  necessary  result  of  running 
plants  at  part-time  capacity  would  be  to  increase  the  cost  per  unit, 
because  of  the  persistence  of  fixed  charges.  If  prices  are  to  cover  ex- 
penses of  production  they  could  not,  under  such  circumstances,  well 
be  reduced, — except  of  course  in  so  far  as  present  prices  are  above 
cost  of  production. 

But  a  declining  demand,  accompanied  by  increasing  costSj  would  in 
time  precipitate  a  great  many  business  failures,  which  in  turn  would 
swell  the  volume  of  unemployed,  still  further  reduce  consumptive  de- 
mand, and  intensify  the  depression.  Such  a  depression  might,  and  I 
believe  would,  result  in  a  substantial  fall  in  prices.  In  fact  I  think 
that  only  by  the  road  of  depression  can  a  substantially  lower  price 
level  be  obtained.  The  result  of  a  widespread  depression  might  well 
be  the  development  of  a  price-cutting  policy  on  the  part  of  low-cost 
concerns,  instituted  in  the  hope  of  enlarging  their  volume  of  sales  at 
the  expense  of  competitors.^ 

At  the  same  time  the  large  volume  of  unemployment  that  would  de- 
velop might  result  in  wage  cutting,  as  was  always  the  cas3  in  the  old 
days  of  unorganized  labor.  Whether  in  the  face  of  a  vast  amotmt  of 
unemployment  labor  would  be  able,  through  improved  organization, 
to  resist  a  reduction  in  wage  rates  is  a  question  about  which  I  do  not 
care  to  prophesy.  It  is  sufficient  for  our  present  purposes  to  point  out 
the  possibility  here  of  a  real  reduction  in  the  level  of  prices. 

And  let  it  be  observed  that  a  depression  would  of  itself  bring  about 

5  See  discussion  below  pp.  174-5. 
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a  reduction  in  the  volume  of  currency  in  circulation.  The  decreased 
production  that  characterizes  a  depression  is  always  accompanied  by  a 
decrease  in  the  volume  of  loans,  and  hence  of  deposits.  Bank  reserves 
fill  up,  and  remain  unused  so  long  as  the  deiircssion  continues. 

It  should  be  noted,  also,  that  if  the  prices  of  raw  materials  were 
substantially  reduced  and  if  wages  were  forced  down,  the  expenses  of 
production  of  manufacturers  using  raw  materials  and  employing  labor 
would  likewise  be  reduced;  and  that  as  a  necessary  result  of  this  the 
prices  paid  by  wholesalers,  retailers,  and  consumers  would  also  be  pro- 
portionately lower.  This  reduction  in  costs  would  still  further  reduce 
the  volume  of  deposit  currency,  for  the  reason  that  all  along  the  line 
the  amount  of  working  capital  required  per  unit  of  product  would  be 
less.  Smaller  loans  would  accordingly  suffice  and  thus  the  volume  of 
currency  would  be  further  contracted,  with  reserves  still  further  re- 
plenished.'^ It  follows  from  this  that  if,  after  a  period  of  depression, 
the  volume  of  production  should  once  more  increase  to  its  present  pro- 
portions, the  amount  of  dejDosit  currency  required  for  productive  pur- 
poses would  still  be  less  than  it  is  at  present.  The  lower  the  expenses 
of  production  the  less  the  amount  of  currency  required  per  unit  of 
product. 

2.  By  a  reduction  of  collateral  loans  to  producers,  manufacturers,  and 
middlemen. 

Collateral  loans  are  secured  by  the  above  classes  of  business  men 
for  both  working  and  fixed  capital  requirements.  A  reduction  in  the 
volume  of  collateral  loans  for  working  capital  purposes  would  obvi- 
ously have  the  same  effect  as  a  reduction  in  the  volume  of  7/ow-collateraI 
loans  for  working  capital  purposes.  Accordingly,  the  results  of  a  policy 
of  loan  contraction  would  here  be  precisely  the  same  as  those  outlined 
under  (1)  above. 

A  contraction  of  collateral  loans  for  the  purpose  of  creating  fixed 
capital  would  decrease  the  amount  of  new  construction,  and  would  thus 
serve  to  check  the  creation  of  additional  capital  goods.  A  reduction  in 
loans  would,  once  more,  undoubtedly  decrease  the  volume  of  bank  de- 
posit currency  outstanding,  but  it  would  also  check  the  volume  of  pro- 
duction. The  only  alternative  to  this  would  be  to  raise  the  fixed  capi- 
tal required  through  the  issue  and  sale  of  new  securities.® 

Would  the  curtailment  effected  through  a  contraction  of  collateral 

7  Whether  this  increase  of  reserves  would  ultimately  stimulate  a  new  price 
rise  is  another  question.  There  is  in  any  event  abundance  of  evidence  that  it 
would  not  automatically  and  immediately  do  so. 

8  See  analysis  below,  pp.   165-7. 
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loans  for  fixed  capital  purposes  result  in  a  reduction  of  prices^  assum- 
ing for  the  moment  that  the  required  funds  could  not  be  secured 
from  other  sources?  It  seems  to  me  obvious  that  a  curtailment  of 
new  building  operations  would  have  no  effect  upon  the  expenses  of 
production  in  existing  establishments^  and  hence  would  not  tend  to 
reduce  prices.  On  the  contrary,  I  suppose  most  economists,  viewing 
the  problem  from  the  standpoint  of  demand  and  supply,  would  hold 
that  a  curtailment  of  building  operations  would  tend  to  create  scarcity 
values  for  the  produce  of  existing  factories,  and  thus  raise  prices  above 
the  necessary  profit  level.  This  is,  indeed,  an  important  factor  in  the 
present  price  situation. 

3.  By  a  reduction  of  collateral  loans  to  investment  banking  institutions. 
Underwriters  and  investment  bankers  are  heavy  borrowers  upon 
stocks  and  bonds  as  collateral  security.  A  reduction  in  the  volume  of 
such  loans  would  serve  to  reduce  the  amount  of  securities  that  could 
be  marketed  by  the  investment  banking  institutions.  The  result  of  such 
a  curtailment  in  the  volume  of  securities  that  could  be  marketed  would 
be  to  check  the  amount  of  capital  that  could  be  raised  for  the  develop- 
ment of  new  and  the  extension  of  existing  business  enterprises.  The 
results  of  this  would  be  similar  to  those  discussed  under  (2)  above.' 

9  It  may  be  of  interest  to  call  attention  in  this  connection  to  the  part  that 
money  and  credit  played  in  the  era  of  industrial  expansion  from  1898  to  1901. 
As  is  well  known  there  was  a  great  increase  in  the  world  production  of  gold 
during  those  years,  and  a  very  great  expansion  of  deposit  currency.  In 
commenting  upon  this  Increase  of  money  and  credit  monetary  theorists  state 
that  it  was  largely  responsible  for  the  rapid  rise  of  prices  during  the  period; 
and  they  lead  one  to  believe  that  if  the  volume  of  money  and  credit  had  not 
increased  we  should  have  had  a  stable  price  level,  and  also  the  same  economic 
development  that  in  fact  occurred.  This  last  inference, — whatever  may  be 
the  case  with  reference  to  prices, — is  entirely  unwarranted.  It  has  been 
estimated  by  one  of  the  leading  New  York  banks  that  about  60  per  cent  of  all 
the  investment  funds  that  were  required  for  the  development  of  new  and  the 
expansion  of  old  industries  during  these  years  came  directly  from  the  com- 
mercial banking  institutions.  At  the  time  we  were  not  a  nation  of  investors; 
and  it  was  impossible  for  enterprises  needing  funds  with  which  to  finance 
their  operations  to  market  all  their  securities  with  the  general  public.  The 
new  enterprises  were  underwritten  by  the  investment  bankers  and  the  securi- 
ties were  carried  for  years  on  funds  borrowed  from  the  commercial  banks, — 
funds  which  could  not  have  been  borrowed  in  the  absence  of  the  increase  in 
the  quantity  of  gold  and  credit  currency;  moreover,  in  the  absence  of  such 
borrowing  much  of  this  industrial  development  could  not  have  taken  place. 
What  is  true  of  the  years  1898  to  1901  is  only  less  true  of  the  succeeding  five 
years.  Considerations  such  as  these  reveal  as  nothing  else  could  the  irrelevancy 
of  most  of  the  monetary  theory  which  proceeds  upon  the  assumption  that 
fcnoney  functions  only  in  exchanging  goods  that  have  already  been  produced. 
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4.  By  a  reduction  of  collateral  loans  to  speculators. 

For  the  purpose  in  hand,  speculators  may  be  divided  into  two 
classes:  (1)  those  engaged  in  stock  market  operations;  (2)  those  en- 
gaged in  real  estate  and  mercantile  speculative  activities.  So  far  as 
collateral  loans  to  the  stock  market  are  concerned,  there  is  again  no 
question  but  that  a  contraction  of  the  volume  of  loans  would  imme- 
diately reduce  the  volume  of  outstanding  deposit  currency.  This  has 
indeed  happened  on  several  occasions  during  recent  months.  But  such 
a  reduction  of  outstanding  bank  currency  would  not  reduce  the  prices 
of  commodities  generally.  Does  anyone  imagine,  for  instance,  that  it 
would  lower  the  price  of  iron  and  steel?  Would  it  reduce  the  prices 
of  building  materials,  of  coal,  of  textiles,  or  of  leather  goods?  If  we 
look  to  the  process  by  which  actual  price  changes  are  elfected  we  can 
find  no  ground  for  believing  that  prices  would  automatically  fall. 
Moreover,  no  effect  on  general  prices  is  discernible  as  a  result  of  the 
stock  market  collapse  of  November  and  the  subsequent  restriction  of 
stock  exchange  loans. 

Viewing  the  problem  from  the  standpoint  of  the  quantity  theory,  it 
is  clear  that  a  contraction  of  stock  exchange  loans  and  a  consequent 
contraction  of  the  volume  of  deposit  currency  would  not  immediately 
affect  the  quantity  of  money  offered  in  exchange  for  the  quantity  of 
commodities  in  general.  It  would  merely  increase  the  volume  of  bank 
reserves, — reserves  which  for  a  time  might  well  remain  unused.  These 
reserves  are  rendered  available  for  other  purposes ;  but  whether  they 
will  shortly  be  used  for  such  purposes  depends  upon  general  business 
conditions  and  upon  the  general  loaning  policy  which  we  are  here  dis- 
cussing.^° 

A  contraction  of  loans  to  speculators  in  real  estate  would  undoubt- 
edly tend  to  prevent  a  rise  in  the  price  of  real  estate  purchased  with 
borrowed  funds  in  anticipation  of  a  subsequent  advance.  And  in  so 
far  as  the  price  of  land  enters  into  the  general  level  of  prices,  a  cur- 
tailment of  loans  for  land  speculation  would  tend  to  reduce  the  price 
level.     This  is  not,  however,  a  major  factor  in  the  price  situation. 

10  If  Professor  Fisher's  analysis  is  soimd,  if  the  price  level  is  automatically 
derived  by  dividing  total  currency  by  total  trade,  this  release  of  funds  from 
stock  speculation  should  tend  "at  least  immediately"  to  raise  the  prices  of 
commodities,  for  it  would  increase  the  number  of  (available)  monetary  count- 
ers as  compared  with  the  number  of  units  of  goods  to  be  exchanged.  To  put 
it  another  way,  if  trading  in  stocks  be  included  in  the  total  volume  of  trade, 
a  curbing  of  stock  speculation  would  reduce  the  volume  of  trade;  hence,  ac- 
cording to  the  equation  of  exchange,  it  should  raise  prices,  because  the  ratio 
of  money  and  credit  to  trade  would  be  increased. 
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A  contraction  of  loans  to  speculators  operating  on  ths  produce  ex- 
changes would  not  necessarily  reduce  prices.  Such  speculation  at  times 
raises  prices ;  at  other  times  it  lowers  them.  And  it  is  accepted  theory 
that  the  significant  result  is  to  reduce  the  range  of  price  fluctuations, — 
to  promote  price  stability.  It  is  also  accepted  theory  that  the  cheaper 
assumption  of  risks  which  professional  speculation  makes  possible 
serves  to  reduce  the  margin  of  cost  between  producer  and  consumer 
and  thus  tends  to  keep  the  prices  of  foodstuffs  lower  than  they  would 
otherwise  be. 

But  would  not  a  contraction  of  loans  to  hoarders  of  food  and  other 
commodities,  who,  with  borrowed  funds,  purchase  supplies  in  antici- 
pation of  a  rise,  effectively  reduce  prices?  For  the  moment,  yes;  but 
ultimately,  no.  The  effect  of  such  a  bidding  for  supplies  is  first  to 
raise  prices,  and  then  to  reduce  them  later  when  eventually  the  hoarded 
stocks  are  offered  for  sale.  I  have  closely  followed  the  data  presented 
by  the  Department  of  Justice  purporting  to  show  that  hoarding  is  in 
fact  a  potent  cause  of  present  high  prices;  but  I  have  thus  far  failed 
to  find  any  convincing  evidence  that  it  is  an  important  factor  in  the 
recent  price  advances.  Speaking  generally  stocks  on  hand  appear  to 
be  unusually  low. 

There  is  one  way,  however,  in  which  speculative  activities  may  have 
been  instrumental  in  raising  prices.  A  period  of  rapidly  rising  prices 
is  likely  to  induce  a  good  deal  of  buying  by  newly  organized  specula- 
tive concerns  which  hojDe  to  reap  a  profit  by  selling  at  an  advance  over 
costs.  There  is  reason  to  believe  that  there  has  been  some  of  this  ab- 
normal speculation  in  foodstuffs  and  other  necessities  in  recent  months. 
Such  enterprise  undoubtedly  forces  prices  upward.  An  increasing 
number  of  additional  dealers,  serving  no  economic  function,  are  never- 
theless able  to  make  profits  by  selling  at  a  price  above  costs  to  them, 
which  in  turn  compels  the  retailers  to  sell  at  higher  prices  than  would 
otherwise  be  necessary.  The  impetus  to  the  price  advance  in  such 
cases  comes  not  so  much  from  the  bidding  up  of  prices  by  consumers 
with  enlarged  purchasing  power,  as  from  the  activities  of  dealers  who 
have  interposed  themselves  in  the  distributive  process. 

A  careful  scrutiny  on  the  part  of  banks  of  the  uses  to  which  the 
funds  borrowed  are  put  and  a  contraction  of  loans  to  concerns  which 
are  performing  no  legitimate  economic  function  would  be  of  undoubted 
benefit.  It  would  serve  to  lessen  somewhat  the  margin  of  difference 
between  the  prices  paid  by  consumers  and  the  prices  paid  to  the  origi- 
nal producers.  But  after  all  allowance  is  made  for  such  loans,  it  must 
be  concluded  that  they  are  not  a  major  factor  in  the  price  situation. 


Banking  Policy  and  the  Price  Situation  166 

5.  By  a  reduction  of  collateral  loans  for  consumptive  purposes. 

I  think  it  is  not  improbable,  altliough  data  on  the  subject  is  wanting, 
that  in  the  last  nine  months  a  considerable  volume  of  loans  has  been 
made  on  the  basis  of  government  securities  as  collateral,  the  proceeds 
of  which  have  been  devoted  to  consumptive  uses.  Such  an  expansion 
of  bank  deposit  currency  serves  directly  to  increase  the  effective  de- 
mand for  consumers'  goods.  And  it  may  well  be  that  the  force  of 
original  demand,  thus  augmented  by  borrowed  funds,  has  served  to 
raise  the  price  of  consumers'  goods  above  what  is  necessary  to  afford 
a  satisfactory  profit  to  producers.  In  other  words,  while  I  insist  that 
only  by  a  consideration  of  the  expenses  of  production  can  one  ade- 
quately gauge  the  possibilities  of  a  general  reduction  in  prices,  I  would 
be  the  last  to  deny  that  in  periods  of  very  active  demand  for  goods 
selling  prices  may  rise  enough  to  permit  abnormal  profits ;  indeed,  I 
am  well  aware  that  we  have  had  an  extraordinary  sellers'  market  in 
recent  months.  The  extent  to  which  prices  can  be  lowered  by  a  con- 
traction of  consumption  loans  will,  however,  still  be  governed  by  con- 
siderations of  cost. 

I  should  of  course  favor  a  rigid  curtailment  of  loans  for  consump- 
tive purposes.  Such  action  would  to  some  extent  reduce  the  prices  of 
consumers'  goods  and  lower  the  margin  of  profit  of  producers  and  deal- 
ers in  such  commodities.  We  could  not  expect  such  action,  however, 
to  effect  any  very  substantial  fall  in  the  general  level  of  prices. 

6.  By  a  reduction  of  bond  investments. 

It  is  widely  believed  that  one  of  the  chief  possibilities  of  deflation 
lies  in  a  reduction  in  the  volume  of  bond  investments  by  commercial 
banks.  If  the  bond  holdings  of  the  commercial  banks  are  to  be  re- 
duced, it  must  obviously  be  through  the  process  of  sale  to  other  in- 
vestors, for  if  individuals  were  to  be  allowed  to  purchase  such  invest- 
ments on  borrowed  funds  there  would  obviously  result  no  material 
change  in  the  volume  of  deposit  currency ;  the  funds  turned  over  to  the 
bank  in  payment  for  the  bonds  would  merely  be  borrowed  from  the 
banks  on  these  bonds  as  collateral  security  on  a  five  or  ten  per  cent 
margin.  The  problem  of  selling  these  securities  outright  to  investors 
and  the  economic  results  of  the  process  involves  an  interesting  analysis. 

One  means  by  which  they  might  be  bought  outright  is  by  a  reduc- 
tion in  existing  savings  accounts.  If  A  withdraws  $1000  from  a  sav- 
ings bank,  he  can  purchase  a  $1000  bond;  but  he  thereby  reduces  the 
volume  of  securities  that  savings  banks  themselves  can  purchase.  The 
result  (making  no  allowance  for  reserve)  is,  therefore,  merely  to  trans- 
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fer  the  ownership  of  securities.  Again^  if  A  cashes  in  on  an  insurance 
policy  and  purchases  securities  with  the  funds  received,  he  would  be 
enabled  to  purchase  bonds  now  held  by  the  banks ;  but  the  investments 
of  insurance  companies  would  obviously  be  proportionately  reduced. 
The  result  would  once  more  be  merely  a  shifting  of  the  ownership  of 
the  bonds,  so  it  would  not  promote  an  increase  in  the  total  bond  invest- 
ments. 

In  similar  fashion,  to  the  extent  that  individuals  purchase  these 
government  obligations  instead  of  other  securities — the  new  issues 
that  are  being  underwritten  from  time  to  time — another  shifting  pro- 
cess is  involved.  The  absorption  of  the  security  holdings  of  the  banks 
is  at  the  expense  of  the  investment  market  generally. 

The  only  remaining  means  of  increasing  the  total  investment  hold- 
ings of  private  individuals  is  through  a  curtailment  of  consumption 
and  a  consequent  increase  in  the  flow  of  funds  to  the  investment  market. 
This  means  has  been  strongly  emphasized  by  the  Federal  Reserve 
Board,  the  Treasury  Department,  leading  financiers  and  economists; 
and  it  therefore  merits  the  most  careful  consideration. 

If  carried  far  a  reduction  in  consumption  for  the  purpose  of  invest- 
ing in  government  bonds,  would  bring  about  a  decrease  in  the  output  of 
consumptive  goods.  Granted  that  a  reduction  in  the  production  of  con- 
sumers' goods  would,  under  present  circumstances,  immediately  result 
in  an  increased  production  of  capital  goods,  we  are  by  hypothesis  here 
agreed  that  the  funds  saved  through  the  curtailment  of  consumption 
shall  not  be  devoted  (exclusively)  to  the  financing  of  new  capital  for- 
mation; they  are  to  be  used,  so  far  as  necessary,  for  the  purchase  of 
bonds  now  in  the  possession  of  commercial  banks.  Only  in  so  far  as 
the  increased  volume  of  investment  funds  exceeds  the  amount  necessary 
for  relieving  the  banks  of  their  government  holdings,  would  this  saving 
process  afford  funds  for  new  capital  requirements. 

A  transfer  of  the  security  holdings  of  commercial  banks  to  indi- 
vidual investors,  made  possible  by  a  reduction  of  consumption,  would, 
however,  obviously  increase  the  reserves  and  hence  the  lending  power 
of  the  banks.  This  strengthening  of  the  reserve  position  would  at  the 
same  time  be  furthered  by  whatever  reduction  in  prices  resulted  from 
the  decline  in  consumptive  demand.  Hence  would  not  the  commercial 
banks  be  in  a  position  to  provide  the  additional  funds  required  for  ex- 
panding industry  ?^^     Yes, — at  least  to  a  considerable  extent^^ — pro- 

11  Note  that  with  declining  consumption  these  fimds  will  not  be  needed  for 
additional  commercial  loans. 

12  But  see  below  pp.   172-3. 
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vided  we  are  willing  to  see  the  banks  rejolace  their  government  security 
investments  by  industrial  securities ; — otherwise  no. 

Those  who  hope  to  accomplish  a  reduction  in  the  quantity  of  deposit 
currency  by  the  process  of  reducing  the  bond  holdings  of  the  commer- 
cial banks  would  not  of  course  countenance  any  absorption  of  industrial 
or  other  securities  by  them.  For  reasons  that  have  been  fully  stated 
elsewhere  my  own  view  is  that  investments  in  high  grade  securities  do 
not  imperil  the  liquidity  of  bank  assets/^  and  I  should  therefore  be 
willing  to  see  the  funds  of  the  commercial  banks  used  in  financing  the 
new  capital  requirements ;  or  for  that  matter  see  them  tied  up  in  gov- 
ernment issues,  with  the  investing  public  rather  than  the  banks  fur- 
nishing the  funds  for  the  new  capital  requirements.  In  any  event  it  is 
clear  that  to  the  extent  that  this  is  allowed  to  transpire  we  shall  not 
have  secured  a  net  reduction  in  the  volume  of  currency  outstanding; 
"deflation"  will  not  have  been  accomplished.  To  the  degree  that  in- 
vestors buy  government  issues  rather  than  the  new  industrial  issues, 
and  the  banks  replace  their  government  holdings  by  private  securities, 
we  shall  have  had  only  a  shifting  process. 

It  must  be  recognized,  however,  that  an  essential  part  of  this  shifting 
process  as  outlined  above  is  a  shifting  of  funds  (caused  by  the  in- 
creased saving)  from  the  financing  of  the  production  of  consumptive 
goods  to  the  financing  of  the  production  of  additional  capital  goods. 
This  is  clear  gain.^*  But  it  is  to  be  noted  that  this  increase  of  saving 
does  not, — as  the  quotation  from  the  Federal  Reserve  Bulletin  on  pp. 
157-8  would  have  us  believe, — lessen  the  total  quantity  of  currency  in 
circulation,  and  thereby  reduce  prices.  It  merely  shifts  the  use  of 
these  funds  to  different  lines  of  productive  activity.  Except  in  so  far 
as  a  curtailment  of  consumption  directly  reduces  selling  prices,  as 
noted  above,  the  shifting  process  that  we  have  been  discussing  will  not 
affect  the  general  level  of  prices.  Expenses  of  production,  as  deter- 
mined by  present  wage  rates  and  operating  costs  generally,  will  mark 
the  dead  line  below  which  prices  cannot  fall. 

It  remains  to  point  out,  finally,  that  since  this  increased  saving  and 
the  resulting  release  of  funds  for  new  capital  formation  amounts  only 

13  "Commercial  Banking  and  Capital  Formation,"  II  and  III,  Journal  of 
Political  Economy,  June  and  July,  1918. 

1*  Under  present  conditions  I  am  as  strongly  in  favor  of  thrift  as  anyone. 
I  mention  this  only  because  in  a  recent  article  ("Commercial  Banking  and 
Capital  Formation,"  IV,  Journal  of  Political  Economy,  November,  1918)  I 
attacked  the  doctrine  of  unlimited  thrift  under  aU  circumstances.  The  present 
is  one  of  the  periods  in  which  reduced  consumption  is  a  prime  necessity. 
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to  a  diversion  process/^  involving  a  lessening  of  the  total  quantity  of 
production  of  consumption  goods  and  a  proportionate  increase  in  the 
production  of  capital  goods^  it  leaves  untouched  the  question  of  the 
possible  provision  of  funds  for  an  expansion  in  the  total  quantity  of 
business.  This  important  phase  of  the  general  problem  of  industrial 
expansion  is  discussed  on  pp.  172-3  below. 

A  brief  summary  of  the  conclusions  thus  far  reached  will  serve  to 
knit  together  the  results  of  the  rather  diffuse  discussion  of  the  fore- 
going pages: 

1.  A  reduction  in  commercial  and  collateral  loans  to  producers  of 
raw  materials^  manufacturers^  wholesalers,  and  retailers  would  reduce 
the  volume  of  outstanding  currency;  but  it  would  not  directly  reduce 
prices.  On  the  other  hand,  it  would  certainly  reduce  the  volume  of 
production. 

2.  A  reduction  of  collateral  loans  to  investment  banking  institutions 
would  curtail  the  volume  of  industrial  and  other  securities  that  could 
be  marketed,  and  thus  impede  constructive  developments.  It  would 
have  no  effect  on  prices. 

3.  A  reduction  of  collateral  loans  for  purposes  of  speculation  and 
consumption  is  desirable.  Loans  to  food  and  mercantile  speculators, 
and  to  individuals  for  consumptive  purposes,  tend  to  raise  the  level  of 
prices ;  and  a  curtailment  of  such  loans  would  to  a  slight  degree  lessen 
the  present  cost  of  living. 

4.  The  investments  of  commercial  banks  in  government  securities 
could  be  reduced  by  a  shifting  process,  the  result  of  which  would  be 
to  increase  the  reserves  in  the  commercial  banking  system.  By  an  in- 
crease in  saving,  the  total  volume  of  investment  funds  might  also  be 
increased,  thus  shifting  currency  from  its  use  in  financing  the  produc- 
tion of  consumptive  goods  to  the  financing  of  the  production  of  capital 
goods. 

Whether  the  total  volume  of  funds  will  be  adequate  for  an  era  of 
expansion  on  the  basis  of  present  prices  remains  for  further  consider- 
ation. 

III.  Federal  Reserve  Policy 

In  the  foregoing  discussion  of  the  contraction  of  loans  by  commercial 
banks  we  have  been  assuming  that  it  would  be  possible  to  compel  or 
induce  the  banks  of  the  country  to  make  a  direct  contraction  in  the 
volume  of  their  outstanding  loans.     As  a  matter  of  fact,  a  contraction 

15  Except  in  so  far  as  a  possible  fall  in  prices,  for  the  reasons  noted,  lessens 
the  volume  of  funds  required  for  iinancing  a  given  volume  of  production. 
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of  loans  can  usually  be  brought  about  only  by  indirect  means. ^"  Two 
ways  have  been  suggested  by  which  the  Federal  Reserve  Board  might 
effect  a  curtailment  of  member  bank  loans:  (1)  by  discriminating 
against  loans  of  Federal  Reserve  banks  to  member  institutions  on 
"war  paper"  as  security;  and  (2)  by  raising  the  rates  of  discount  on 
all  classes  of  paper. 

A  reduction  in  the  volume  of  loans  to  member  banks  secured  by 
"war  paper/' — and  the  great  bulk  of  credit  extension  to  member  banks 
has  been  on  such  paper  rather  than  by  the  process  of  rediscounting 
customers'  commercial  notes, — could  be  effected  either  by  making 
prohibitive  rates  on  such  loans  or  by  bringing  pressure  to  bear  on  the 
banks  for  a  voluntary  reduction  in  the  volume  of  such  holdings. ^^  In 
order  to  ascertain  the  deflating  possibilities  of  such  a  reduction  in 
loans  to  member  banks  it  will  be  necessary  to  inquire  whether  such 
a  policy  would  necessarily  reduce  the  total  lending  power  of  the  mem- 
ber banks. 

A  curtailment  in  the  volume  of  such  loans  would  not  reduce  the  net 
balances  of  member  institutions  with  the  Federal  Reserve  banks,  so 
long  as  the  volume  of  commercial  paper  available  for  rediscount  is 
adequate.  If  member  banks  are  compelled  to  reduce  their  borrow- 
ings from  the  Federal  Reserve  banks  on  "war  wages"  the  result  will 
merely  be,  so  long  as  a  demand  for  their  funds  continues,  to  shift  the 
borrowing  process  to  commercial  paper.  There  would  thus  be  no 
change  in  the  total  amount  of  credit  extension  by  the  reserve  banks. 
This  is  what  has  been  happening  in  recent  weeks. 

But  even  if  a  reduction  in  the  total  volume  of  credit  extension  by 
Federal  Reserve  banks  to  member  banks  could  be  secured,  the  lending 
power  of  the  member  banks  would  not  necessarily  be  reduced.  Funds 
may  be  drawn  from  the  Federal  Reserve  banks  by  an  indirect  process. 
When  in  the  early  summer  the  Federal  Reserve  Board  issued  its  warn- 
ing against  heavy  borrowing  by  member  banks  for  speculative  pur- 
poses, the  banks  of  New  York  reduced  their  applications  for  loans  from 
the  Federal  Reserve  bank.  But  this  merely  led  the  member  banks  to 
neglect  the  purchase  of  acceptances  in  the  open  market,  in  order  that 
they  might  have  sufficient  funds  Avith  which  to  take  care  of  their  regu- 

16  An  exception  is  to  be  noted,  where  the  New  York  banks,  apparently  at 
the  request  of  the  Federal  Reserve  Board,  recently  made  a  sharp  curtailment 
in  the  volume  of  brokers'  loans. 

17  Loans  by  the  Federal  Reserve  banks  to  member  banks  were  authorized  by 
an  amendment  to  the  Federal  Reserve  law,  passed  September  7,  1916.  In  the 
absence  of  a  counter  amendment,  moral  suasion  or  high  discount  rates  con- 
stitute the  only  means  of  eliminating  such  loans. 
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lar  borrowers  and  to  take  advantage  of  the  high  rates  obtainable  on 
call  loans.  In  the  interest  of  the  acceptance  market  the  Federal  Re- 
serve banks  were  obliged  to  step  into  the  breach  and  purchase  the 
bills  which  normally  would  have  been  bought  by  the  member  institu- 
tions. This  purchase  of  acceptances  released  funds  from  the  Federal 
Reserve  banks,  which  unquestionably  found  their  way  into  the  loan 
market.  From  the  end  of  May  to  July  11,  the  Federal  Reserve  bank 
of  New  York  alone  increased  its  purchases  of  acceptances  by  over 
$74,000,000.  To  that  extent  its  resources  were  by  an  indirect  process 
placed  at  the  disposal  of  member  banks. '^^ 

If  the  total  volume  of  bank  loans  is  to  be  reduced  it  will  therefore 
be  necessary  for  discount  rates  to  be  raised  on  all  classes  of  paper 
and  for  the  Federal  Reserve  banks  to  refuse  to  expand  their  open 
market  purchases.  A  raising  of  discount  rates  on  all  classes  of  loans 
by  the  Federal  Reserve  Banks  would  undoubtedly  tend  eventually  to 
reduce  the  total  borrowings  from  the  Federal  Reserve  banks  and  in 
turn  the  total  volume  of  loans  made  by  member  banks  to  customers. 
A  raising  of  the  rate  of  discount  at  the  Federal  Reserve  banks  tends  to 
increase  the  discount  rates  on  all  loans  by  member  banks.  For  in- 
stance, the  recent  increase  in  discount  rates  was  almost  immediately 
followed  by  a  stiffening  of  rates  on  brokers'  paper,  on  over-the-counter 
loans  to  customers,  and  on  collateral  loans. 

An  increase  in  the  discount  rates  at  commercial  banks,  moreover, 
tends  to  increase  the  interest  rates  on  fixed  capital.  A  considerable 
volume  of  funds,  borrowed  on  single-name  promissory  notes,  is  used 
for  investment  purposes,  and  a  much  greater  volume,  borrowed  on 
short-time  notes  secured  by  collateral,  is  also  used  for  fixed  capital. 
Indeed,  as  the  writer  has  elsewhere  shown,^^  over  60  per  cent  of  all 
loans  and  investments  made  by  commercial  banks  are,  either  directly 
or  indirectly,  devoted  to  fixed  capital  uses.  There  is  accordingly  a 
very  close  relationship  between  long-  and  short-term  interest  rates. 

While  an  increase  in  the  rates  of  rediscount  would  curtail  the  volume 
of  outstanding  loans,  it  should  not  be  overlooked  that  it  will  accomp- 
lish other  things  as  well.  For  instance,  it  will  increase  the  costs  of 
conducting  business  all  along  the  line.  This  increase  in  costs  must  be 
reflected  either  in  increased  prices  or  in  decreased  profit  margins.  It 
is  necessary  that  we  clearly  perceive  that  one  result  of  the  increase  in 
rediscount  rates  will  therefore  be  to  curtail  the  possibilities  of  busi- 

18  See  Commercial  and  Financial  Chronicle,  July  26,  1919,  p.  330. 

19  "Commercial  Banking  and  Capital  Formation,"  Journal  of  Political  Econ- 
omy, II,  June,  1918. 
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ness  expansion  during  the  coming  year.  There  is  a  tremendous  need 
for  construction  of  additional  liouses,  additional  railroads,  additional 
public  utilities,  and  additional  industrial  equipment  in  order  to  permit 
us  to  recover  from  the  effects  of  the  curtailment  of  construction  oper- 
ations during  the  war.  To  raise  the  rates  of  discount  at  the  present 
time  will  increase  the  cost  of  such  construction  at  a  moment  when  such 
building  operations  are  already  being  seriously  retarded  in  conse- 
quence of  the  enormously  high  cost  of  construction. 

Let  it  once  more  be  emphasized  that  the  funds  for  such  constructive 
development  must  come  either  from  the  commercial  banking  system, — 
through  direct  investment  in  industrial  securities,  by  short-time  loans 
to  builders  secured  by  collateral,  or  by  loans  to  investment  banking 
institutions  on  investment  securities  as  collateral, — or  else  they  must 
come  from  a  reduction  in  consumption  which  would  enlarge  the  funds 
available  for  individual  investments. 

In  the  discussion  of  saving,  above,  it  was  assumed  that  a  substantial 
increase  of  saving  might  be  secured.  But  the  truth  is  that  we  have 
no  effective  machinery  for  making  thrift  a  reality.  As  a  practical 
problem  the  Federal  Reserve  Board  cannot  shape  its  discount  policy 
on  an  assumption  that  thrift  is  an  assured  prospect.  In  fact,  the  na- 
tion as  a  whole  cannot  be  expected  to  reduce  materially  its  volume  of 
consumption.  Total  production  is,  according  to  data  published  in  the 
Federal  Reserve  Btdletin,  less  than  normal  at  the  present  time;  and  if 
we  may  judge  from  the  clamor  over  the  high  cost  of  living,  the  rank 
and  file  of  people  in  this  country  are  in  no  mood  to  tighten  their  belts. 
Certain  groups  can  of  course  do  with  less;  but  others  must  have  more: 
witness  the  "recognized  necessity"  of  compensating  wage  and  salary 
increases.  As  a  practical  matter,  therefore,  it  would  seem  that  the 
funds  required  for  financing  new  construction  will  have  to  come, — if 
they  come, — largely  from  the  commercial  banks. 

It  may  be  objected  that  the  funds  required  for  the  investment  enter- 
prises under  consideration  can  be  supplied  through  corporate  diversion 
of  earnings  from  dividend  pajTnent  to  new  construction.  With  refer- 
ence to  this  it  must  be  said,  first,  that  railroad  and  public  utility 
capital  requirements  cannot  be  met  out  of  railroad  and  public  utility 
earnings, — whatever  may  be  true  of  industrial  enterprises.  The  gen- 
eral investing  public, — wage  earners,  salaried  classes,  and  receivers  of 
interest  and  profits, — must  be  looked  to  for  the  funds  required,  if  com- 
mercial banks  are  not  to  be  allowed  to  make  the  necessary  credit  ex- 
tensions. But  even  if  the  funds  required  could  be  secured  entirely  from 
corporate  earnings,  the  loaning  power  of  the  commercial  banks  would 
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not  be  unaffected.  To  the  extent  that  earnings  are  used  directly  by 
business  concerns  in  the  construction  of  additional  capital,  they  are 
not  deposited  in  the  commercial  banks  and  there  rendered  available 
for  the  additional  requirements  of  business ;  reserves  would  therefore 
be  lower,  with  the  result  that  the  total  volume  of  loans  that  could  be 
made  would  be  less  than  otherwise.  In  other  words,  this  process 
would  not  relieve  the  strain  on  the  financial  system  in  general;  as- 
suming the  same  volume  of  production  of  both  consumption  and  capital 
goods,  the  total  volume  of  working  capital  would  remain  unchanged. 

Having  thus  pointed  out  that  a  policy  of  increasing  discount  rates 
will  increase  costs  of  business  and  thus  tend  to  reduce  loans  and  check 
expansion  of  industry,  it  remain  to  inquire  if,  in  view  of  the  financial 
and  economic  conditions  of  the  present,  such  a  policy  might  not  never- 
theless be  wise.  My  conclusion  is  that  it  would  be  wise;  because  the 
financial  liabilities  of  the  Federal  Reserve  system  have  been  expanded, 
largely  by  virtue  of  tlie  rise  in  prices  that  has  occurred  in  the  last 
five  years,  to  a  point  where  it  is  dangerous  to  expand  them  further, — 
indeed,  where  it  is  impossible  to  expand  them  very  much  further  with- 
out reaching  a  breaking  point.  Unless  we  have  been  wrong  in  our 
conception  of  the  function  of  the  Federal  Reserve  system  and  of  Euro- 
pean central  banks,  the  time  has  arrived  in  the  United  States  when  a 
curtailment  of  further  credit  expansion  is  absolutely  necessary. 

We  have  now  reached  the  crux  of  our  entire  analysis.  Since  funds 
are  required  to  finance  the  production  of  both  capital  and  consumptive 
goods  an  expansion  of  the  total  volume  of  production  (on  the  present 
price  level)  will  require  an  expansion  in  the  total  volume  of  loans  and 
hence  of  deposit  currency.  Are  funds  available  for  a  great  expansion 
in  the  total  volume  of  production? 

At  the  time  of  writing  (late  December)  the  reserves  of  our  Reserve 
banks  are  less  than  45  per  cent  of  note  and  deposit  liabilities, — with 
40  per  cent  the  virtual  dead  line.  The  total  volume  of  credit  could 
still  be  expanded  by  nearly  a  billion  dollars  before  the  reserves  of  the 
system  as  a  whole  were  reduced  to  the  final  limits  prescribed  by  law. 
It  is  possible,  therefore,  that  the  present  trend  of  affairs  might  con- 
tinue for  another  year.  But  an  increasing  volume  of  business  con- 
ducted on  an  ever-rising  price  basis  will  inevitably  bring  us  to  the 
limit  of  expansion  in  our  banking  system  within  a  relatively  short 
time.  Just  how  long  would  depend,  on  the  one  hand,  on  the  rate  of 
credit  expansion,  and,  on  the  other  hand,  upon  the  rate  of  decline  of 
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our  gold  supply  which  serves  as  the  basis  for  the  credit  super- 
structure.^" 

If  we  allow  the  situation  to  go  forward  until  the  reserves  of  the 
Federal  Reserve  system  have  been  reduced  to  the  legal  minima  we 
shall  be  in  precisely  the  same  situation  that  we  have  always  been  in 
time  of  crisis,  namely,  with  a  fundamental  need  for  a  temporary  ex- 
pansion of  loans  with  which  to  tide  the  business  world  over  a  threaten- 
ing financial  abyss,  but  with  utter  inability  to  make  any  such  expan- 
sion. The  theory  underlying  the  Federal  Reserve  control  of  discount 
rates  is  undeniably  sound, — that  of  checking  the  upward  swing  of  the 
business  cycle  in  time  to  prevent  a  collapse  of  the  credit  machinery 
when  the  crisis  stage  of  the  cycle  has  been  reached.  It  is  the  plain 
duty  of  the  Federal  Reserve  Board,  in  the  light  of  the  present  situa- 
tion, to  remove  the  possibility  of  a  financial  panic  by  conserving  the 
reserves  of  the  Federal  Reserve  system  now, — by  raising  the  rates  of 
discount. 

In  some  respects  the  present  situation  is  different  from  that  which 
ordinarily  obtains  in  periods  immediately  preceding  a  financial  crisis. 
We  have  not  gone  through  an  era  of  construction;  on  the  contrary  the 
greatest  step  in  our  entire  economic  resources  at  the  pi'esent  time  is 
the  dearth  of  capital  goods.  As  a  result,  profit  margins  in  existing 
establishments  are  large  and  business  failures  few.  On  the  other 
hand,  our  foreign  trade  situation  is  quite  abnormal.  But  in  many  re- 
spects the  present  phenomena  closely  parallel  those  of  other  critical 
periods.  In  any  event,  the  breaking  point  in  finance  is  not  far  distant ; 
and,  regardless  of  other  contingencies,  if  the  financial  system  breaks 
on  the  rock  of  exhausted  surplus  reserves,  there  will  be  precipitated  a 
general  economic  collapse. 

It  is  necessary  at  this  place  to  make  certain  qualifications,  for  it  is 
conceivable  that  we  may  pass  through  the  year  1920  without  a  further 
increase  in  the  total  volume  of  bank  loans  and  thus  without  reducing 
the  ratio  of  reserves  to  liabilities  to  the  irreducible  minimum.  A 
rigid  curtailment  of  loans  for  consumptive  and  speculative  purposes 
would  ease  somewhat  the  strained  condition  of  the  money  market.  And 
a  great  reduction  in  the  volume  of  foreign  trade,  coincident  with  a 
great  increase  in  imports,  which  would  reduce  the  volume  of  produc- 
tion of  American  manufacturers  for  the  domestic  market,  would  ma- 
terially lessen  the  total  volume  of  loans  required  for  financing  pro- 

20  An  adequate  discussion  of  this  problem  of  a  declining  gold  reserve  in  re- 
lation both  to  our  financial  and  industrial  situation  for  years  to  come  would 
carry  this  paper  beyond  all  reasonable  limits. 
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duction.  In  addition  to  these  possibilities  for  relieving  the  strained 
money  market,  strikes  may  serve  to  reduce  the  total  volume  of  produc- 
tion and  with  it  the  volume  of  working  capital  required.  On  the  other 
hand,  these  factors  will  tend  to  be  offset  by  the  increasing  expenses 
of  production  in  many  lines,  made  necessary  by  increasing  wage  bills. 
A  rise  of  transportation  and  public  utility  charges  generally  would 
serve  to  increase  the  expenses  of  production  in  industry  everywhere, 
with  the  result  that  prices  would  continue  to  advance  in  1920  as  they 
have  in  1919. 

These  possibilities  in  both  directions  are  obviously  contingent  upon 
many  factors  which  cannot  be  predicted  with  any  certainty.  Which- 
ever way  we  turn,  however,  we  face  a  not  distant  prospect  of  an  in- 
dustrial depression.  Declining  exports  and  increasing  imports,  while 
lessening  the  strain  upon  the  money  market,  would  nevertheless  pro- 
duce a  depression.  On  the  other  hand,  if  our  present  abnormal  foreign 
trade  situation  continues  throughout  1920  American  business  will  find 
plenty  of  outlet  for  its  supplies;  but  the  strain  on  the  money  market 
would  then  be  such  as  to  render  imperative  a  contraction  in  the  volume 
of  business  through  the  instrumentality  of  high  interest  rates.  If 
strikes  continue  to  work  havoc  with  the  industrial  system  as  they  have 
been  doing  in  recent  weeks  a  serious  business  depression  will  be  the 
inevitable  concomitant.  If,  on  the  other  hand,  strikes  are  avoided  by 
the  process  of  granting  demands  for  wage  increases,  a  business  de- 
pression might  for  a  time  be  checked ;  but  the  expansion  of  bank  cur- 
rency required  would  sooner  or  later  bring  us  up  short  at  tlie  financial 
breaking  point. 

This  last  statement  perhaps  needs  elaboration.  The  higher  the 
wage  bills,  the  greater  the  volume  of  funds  required  for  working  capi- 
tal purposes;  hence  business  men  would  have  to  increase  the  volume 
of  their  loans ;  and  thus  the  volume  of  deposit  currency  would  be  ex- 
panded and  the  ratio  of  cash  reserves  to  deposits  increased.^^  Be- 
cause of  the  limitations  of  our  financial  mechanism  it  is  therefore  im- 
possible to  remedy  the  cost  of  living  dilemma  by  increasing  wages  in 
proportion  to  price  advances, — however  unjust  the  burden  that  may 
have  been  placed  upon  the  workers  in  consequence  of  the  rising 
prices  of  the  last  few  years.  If  other  things  remained  equal,  a  billion 
dollar  increase  in  wages  would  alone  reduce  the  reserves  of  our  banking 

21  It  doesn't  at  all  matter  in  this  connection  whether  the  wage  Increases 
be  regarded  as  cause  or  result  of  price  advances.  The  significant  point  is 
that  more  funds  are  required  to  finance  a  given  volume  of  production  after 
wages  are  increased. 
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institutions  below  the  minimum  requirements  laid  down  by  the  Federal 
Reserve  act. 

Since,  in  view  of  these  contingencies,  we  cannot  with  safety  count  on 
an  uncontrolled  contraction  of  deposit  currency  in  tlie  near  future,  I 
am  forced  to  conclude  that  the  Federal  Reserve  Board  should  exercise 
its  control  over  tlie  situation,  substantially  raise  the  rates  of  discount, 
and  apply  tlie  brakes  to  industry  now.-"  Such  a  policy  is  not  allur- 
ing, but  it  appears  to  be  the  least  of  many  evils. 

Since  a  depression  is  in  any  event  inevitable  sooner  or  later,  I  am 
inclined  to  tlie  belief  that  the  sooner  it  comes  the  better, — now  that 
the  return  of  the  army  to  civil  life  has  been  accomplished.  For  if  my 
analysis  of  the  situation  is  sound,  the  only  means  by  which  a  substan- 
tial fall  in  the  level  of  prices,  and  a  replenishment  of  bank  reserves 
can  be  brought  about  is  through  depression. ^^  And  such  a  reduction 
of  prices  and  bank  currency  in  circulation  must  be  brought  about  if 
the  economic  and  financial  structure  is  to  be  so  adjusted  that  an  era 
of  constructive  development  may  be  inaugurated.  A  great  period  of 
construction  cannot  possibly  be  started  from  a  high  cost  basis,  when 
at  the  same  time  banking  reserves  are  at  or  near  the  irreducible  mini- 
mum. We  should  therefore  welcome  a  depression  and  the  resulting 
shrinkage  of  values  as  a  necessary  prelude  to  better  days.  In  view 
of  the  economic  phenomena  of  the  present  situation,  there  is  good 
reason  to  believe,  moreover,  that  a  depression  would  be  of  shorter 
duration  than  is  ordinarily  the  ease.  Consideration  of  this  is,  however, 
beyond  the  province  of  the  present  paper. 

22  There  is  some  reason  to  doubt  (the  Federal  Reserve  Board  has  expressed 
such  a  doubt)  the  efficiency  of  higher  discount  rates  to  bring  about  the  de- 
sired results,  under  present  conditions.  The  demand  for  goods  in  most  lines 
is  so  inordinate  and  profits, — that  is  money,  as  distinguished  from  real 
profits, — are  so  large  that  a  very  considerable  rise  in  interest  rates  might  fail 
to  check  expansion.  If  so,  we  may  as  well  face  the  fact  that  within  a  year, — 
barring  ofi'setting  developments  in  other  directions,  as  discussed  below, — we 
shall  have  an  old  fashioned  panic.  My  own  view  is  that  rates  of  seven  or  eight 
per  cent  would  serve  to  check  further  expansion  of  business. 

23  There  is,  indeed,  another  possible  means,  though  it  appears  to  hold  forth 
little  hope  of  realization.  Increased  efficiency  in  production  would  lessen  the 
costs  of  production  and  thus  permit  a  reduction  in  prices.  This  would  at  the 
same  time  lessen  the  volume  of  funds  required  to  finance  each  unit  of  product, 
and  thereby  tend  to  relieve  the  strain  on  the  money  market.  Both  labor 
and  capital  psychology  is  such,  however,  that  I  see  little  prospect  of  an 
early  realization  in  this  direction. 


PRICES  AND  BANKING  POLICY— DISCUSSION 

James  B.  Forgan. — The  most  urgent  practical  question  raised  by 
Professor  Moulton  is  whether  the  Federal  Reserve  system  is  going  to 
prove  the  unfailing  tower  of  strength  we  have  accustomed  ourselves  to 
consider  it  and  whether,  as  has  been  generally  proclaimed,  it  will  for- 
ever prevent  the  recurrence  of  the  periodical  financial  panics  which 
prior  to  its  organization  were  so  frequent  in  this  country. 

Professor  Moulton  says  that  it  has  recently  been  computed  "that  the 
Federal  Reserve  banks  as  a  whole  could  still  expand  the  total  volume 
of  credit  by  over  a  billion  dollars  before  the  reserves  of  the  system  as 
a  whole  would  be  down  to  the  limits  prescribed  by  law."  This  may  be 
so,  provided  they  can  continue  to  get  an  ever  expanding  outlet  for  their 
circulation,  which  now  stands  at  over  $2,800,000,000,  and  if  they  can 
maintain  or  continue  to  increase  their  reserve  deposits,  now  standing 
at  over  $1,800,000,000.  These  two  amounts  combined — $4,600,000,- 
000 — form  the  credit  extended  to  the  Federal  Reserve  banks  by  their 
member  banks  and  the  public,  against  which  they  are  required  to  keep  a 
minimum  gold  reserve  of  40  per  cent  on  the  former  (their  circulation) 
and  of  35  per  cent  on  the  latter  (their  reserve  deposits).  On  the  basis 
of  the  credits  thus  extended  to  them  and  of  their  gold  reserve  they 
have  loaned  to  member  banks  over  $2,100,000,000,  about  73  per  cent 
of  which  is  against  government  securities,  besides  which  they  carry 
government  obligations  amounting  to  $300,000,000  and  bankers'  ac- 
ceptances amounting  to  $585,000,000. 

Although  composed  of  twelve  individual  entities,  the  Federal  Reserve 
system  must  be  regarded  as  one  individual  whole.  The  financial  pres- 
sure is  not  felt  with  equal  force  all  over  the  country  at  the  same 
time,  but  varies  with  the  seasonal  requirements  of  different  sections. 
The  strength  of  the  system  lies  very  largely  in  cooperative  action  by 
the  twelve  banks,  which  finds  its  most  vital  expression  in  the  main- 
tenance of  the  Gold  Settlement  Fund  in  Washington.  The  policy  of 
the  Federal  Reserve  Board  is  to  treat  the  twelve  banks  as  integral 
parts  of  one  system.  This  is  necessarily  so.  Under  this  policy  it  is 
interesting  to  note  that  some  of  the  largest  Federal  Reserve  Banks 
have  recently  required  assistance  in  order  to  keep  their  reserves  up  to 
the  minimum  legal  requirements,  while  some  of  the  smaller  banks, 
which  a  few  months  ago  had  to  be  similarly  assisted,  now  stand  well 
to  the  top  of  the  list  in  their  percentage  of  reserves  to  deposits. 

The  ratio  of  total  reserves  to  net  deposits  and  Federal  Reserve  notes 
of  the  system  is  at  present  45  per  cent — the  lowest  point  yet  reached. 
A  year  ago  it  was  50  per  cent,  two  years  ago  62  per  cent,  three  years 
ago  77  per  cent,  and  four  years  ago  87  per  cent.  These  figures  clearly 
indicate  that  there  are  limits  to  the  Federal  Reserve  system,  as  there 
are  to  all  institutions  of  human  origin,  and  warrant  the  words  of  cau- 
tion used  by  Professor  Moulton:  "If  we  allow  the  situation  to  go  for- 
ward until  the  reserves  of  the  Federal  Reserve  system  have  been  re- 
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duccd  to  the  legal  minima  we  shall  be  in  precisely  the  same  situation 
that  we  have  always  been  in,  in  time  of  crisis,  namely,  witli  a  funda- 
mental need  for  a  temporary  expansion  of  loans  with  which  to  tide 
the  business  world  over  a  tlircatening  financial  abyss,  but  with  utter 
inability  to  make  any  such  expansion."  Of  course,  the  Federal  Re- 
serve Board  has  authority  in  an  emergency  to  reduce  the  legal  reserve 
requirements  of  the  Federal  Reserve  banks  or  to  suspend  them  for  a 
stated  period,  but  panic  of  considerable  magnitude  would  doubtless 
prevail  before  such  action  would  be  taken,  or  it  might  follow  should 
such  action  be  taken.  It  certainly  behooves  us  to  call  a  halt  now  and 
to  give  due  heed  as  to  whither  we  are  drifting.  I  therefore  again  agree 
with  Professor  Moulton  that  in  the  light  of  the  present  situation  the 
reserves  of  the  Federal  Reserve  system  should  be  conserved  and  that 
the  only  effective  measure  available  to  the  Federal  Reserve  banks 
should  be  apj^lied,  namely,  to  raise  the  discount  rates  on  all  lines  ot 
paper  discounted  by  them.  This  policy  has  recently  been  adopted  so 
far  as  removing  the  preferential  rates  on  loans  secured  by  government 
obligations  is  concerned  and  has  already  had  the  effect  of  reducing 
somewhat  the  volume  of  such  loans^  which  is  good  as  far  as  it  goes, 
but  this  has  been  practically  offset  by  an  increase  in  commercial  paper 
rediscounted  and  bankers'  acceptances  purchased^  showing  the  cor- 
rectness of  Professor  Moulton's  statement:  "If  member  banks  are 
compelled  to  reduce  their  borrowings  from  the  Federal  Reserve  banks 
on  'war  paper,'  the  result  will  merely  be,  so  long  as  a  demand  for  their 
funds  continues,  to  shift  the  borrowing  process  to  commercial  paper. 
There  would  then  be  no  change  in  the  total  amount  of  credit  extension 
by  the  Reserve  banks."  He  then  draws  attention  to  the  fact  that 
"Funds  may  be  drawn  from  Federal  Reserve  banks  by  an  indirect 
process,"  referring  to  their  purchases  of  acceptances  in  the  open 
market.  This  is  exactly  what  has  taken  place  since  the  rates  on  "war 
paper"  loans  were  raised.  He  then  reaches  the  inevitable  conclusion 
that  "If  the  total  volume  of  bank  loans  is  to  be  reduced  it  will  there- 
fore be  necessary  for  discount  rates  to  be  raised  on  all  classes  of 
paper  and  for  the  Federal  Reserve  banks  to  refuse  to  expand  their  own 
market  purchases." 

In  explanation  of  the  policy  of  the  Federal  Reserve  banks  in  regard 
to  discount  rates  as  heretofore  approved  by  the  Federal  Reserve  Board 
with  advice  of  the  Federal  Advisory  Council,  I  would  say  that  condi- 
tions confronting  them  have  prevented  the  application  of  recognized 
economic  principles.  The  controlling  factor  has  been  the  necessity  of 
the  government  for  credit  to  enable  it  to  prosecute  and  win  the  war. 
Not  only  had  the  Federal  Reserve  banks  to  make  such  rates  as  would 
enable  the  government  to  float  its  low  rate  securities  in  the  shape  of 
bonds  and  certificates  of  indebtedness,  but  they  had  to  take  charge  of 
these  issues  and  do  everything  they  could  to  induce  their  member  banks, 
at  their  own  expense,  to  help  distribute  them,  and  to  extend  to  their 
customers  who  bought  them  such  credit  as  was  necessary  at  correspond- 
ingly preferential  rates.     It  was  patriotism  that  for  the  time  being 
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displaced  or  disregarded  economic  laws  and  principles.  The  hope  for 
the  future  is  in  the  claim  of  the  Treasury  Department  that  after  its 
financing,  necessary  to  provide  for  its  certificates  maturing  within  the 
next  sixty  days  has  been  accomplished,  its  urgent  necessities  will  be 
out  of  the  way  and  its  requirements  will  thereafter  be  met  by  floating 
short  term  certificates,  issued  in  anticipation  of  the  quarterly  collec- 
tion of  federal  taxes.  Such  certificates  have  only  a  short  time  to 
run  and  the  certainty  of  their  payment  at  maturity  will  afford  them  a 
ready  market  with  the  large  taxpayers  as  well  as  with  the  banks.  It 
will  be  no  longer  necessary  to  arbitrarily  distribute  them  among  the 
banks  by  allotment  in  proportion  to  their  resources.  The  desire  to  have 
the  government  successfully  achieve  its  last  refunding  operations  in 
connection  with  its  $2,300,000,000  of  certificates  maturing  between 
December  15  and  February  28  was  the  principal  reason  why  the  dis- 
count rates  at  the  Federal  Reserve  banks  were  not  raised  on  all  lines 
of  paper  at  the  time  the  preferential  rates  on  paper  secured  by  gov- 
ernment bonds  were  withdrawn.  When  this  government  financing  is 
out  of  the  way,  as  it  is  expected  to  be  very  shortly,  there  is  little 
doubt  in  my  opinion  that  the  Federal  Reserve  banks  under  the  advice 
of  the  Federal  Reserve  Board  will  raise  their  rates  for  the  purpose  of 
checking  undue  expansion  of  credit  whenever  such  action  seems  neces- 
sary. Thus  they  will  secure  some  control  of  the  discount  market  which 
abnormal  conditions  have  so  far  prevented. 

There  is  just  a  possibility  that  after  we  get  through  with  this  gov- 
ernment financing  and  with  the  usual  first-of-the-year  operations  the 
borrowing  demands  of  the  member  banks  on  the  Reserve  banks  may 
perceptibly  fall  off  and  a  shrinkage  in  the  volume  of  Federal  Reserve 
notes  may  take  place.  This  would  occur  in  the  natural  course  of  events. 
If,  however,  in  the  interest  of  our  foreign  trade,  and  for  humanitarian 
and  ethical  reasons,  we  are  going  to  extend  to  European  countries  the 
credits  they  require  to  enable  them  to  obtain  from  us  the  foodstuffs 
and  raw  materials  they  so  urgently  need,  as  I  firmly  believe  we  should, 
there  is  small  prospect  of  the  demand  for  bank  credit  weakening  dur- 
ing the  year  1920.  If  the  government  should  assist  in  this  necessary 
European  financing,  as  I  also  think  it  should,  it  may  have  to  be  still 
further  financed  and  again  theories  may  have  to  be  suspended  in  view 
of  the  conditions  Ave  shall  have  to  face.  The  necessities  of  the  rail- 
roads for  large  amounts  of  credit  after  they  are  returned  to  their 
owners  is  another  important  factor  which  will  operate  in  maintaining 
a  strong  demand  for  bank  credit  for  some  time  to  come. 

Under  the  abnormal  conditions  now  prevailing  and  with  such  un- 
certainty as  to  future  developments,  there  can  be  no  doubt  that  the 
resources  of  the  Federal  Reserve  banks  should  be  conserved  as  much 
as  possible,  and  that  the  policy  of  the  member  banks  should  be  to  dis- 
criminate against  all  loans  for  speculative  purposes  and  to  make  care- 
ful investigation  as  to  the  use  to  be  made  of  all  monies  borrowed  from 
them  by  their  customers.  I  am  not  without  hope  that  if  such  policies 
are  pursued,  financial  panics  may  be  avoided  and  that,  notwithstand- 
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ing  the  strain,  which  seems  inevitable,  the  Federal  Reserve  system  will 
prove  equal  to  it.  But  we  must  be  on  our  guard;  we  must  look  ahead 
and  not  strain  the  elasticity  of  the  system  to  the  breaking  point.  If 
its  reserves  continue  to  shrink,  the  brakes  must  be  applied  by  materi- 
ally raising  the  discount  rates. 

George  W.  Dowrie. — On  the  whole,  I  find  myself  quite  in  accord 
with  the  view  that  we  shall  not  witness  a  substantial  reduction  in  the 
price  level  until  we  have  passed  through  a  period  of  forced  liquidation 
and  the  ensuing  depression.  Both  the  consumptive  and  productive 
processes  must  be  rid  of  certain  elements  which  make  for  the  con- 
tinuation of  the  present  situation.  The  remedy  is  painful,  but  it  is 
not  reasonable  to  expect  tliat  our  present  exceedingly  strained  position 
can  be  effectively  relieved  by  any  mild  palliatives. 

The  protection  of  our  whole  credit  structure  has  been  placed  in  the 
hands  of  the  Federal  Reserve  Board  and  in  my  judgment  we  are  reach- 
ing the  place  where  they  will  have  to  apply  the  brakes  rather  vigorous- 
ly even  though  it  is  evident  that  such  action  will  result  in  unpleasant 
consequences.  Much  more  desirable  results  can  be  accomplished  by  a 
definite  policy  of  contraction  without  a  radical  increase  in  discount 
rates  than  by  forcing  liquidation  by  the  increase  of  rates  to  a  prohibi- 
tive figure.  The  latter  policy  would  increase  the  cost  of  doing  business 
to  an  intolerable  point  and  thus  work  against  the  very  object  for  which 
it  was  instituted.  One  cannot,  except  in  the  cases  where  certain  insti- 
tutions were  caught  "on  the  ragged  edge,"  attribute  the  recent  sweep- 
ing change  in  the  stock  exchange  situation  to  the  mere  mathematical 
difference  of  one  half  of  1  per  cent  between  the  old  and  new  rediscount 
rates,  especially  when  the  bank  securing  the  accommodation  could  lend 
at  from  10  to  30  per  cent,  approximately  seven  dollars  worth  of  deposit 
currency  for  every  dollar's  reserve  it  was  building  up  by  rediscounting 
at  4.75  per  cent.  It  was  the  pressure  exerted  by  the  Federal  Reserve 
Board  that  really  accomplished  the  desired  result.  A  study  of  the  dis- 
count rates  of  the  great  central  banks  of  Europe  with  their  remarkably 
small  range  of  variation  indicates  that  their  influence  over  the  money 
market  at  critical  times  has  not  been  wielded  through  resort  to  prohibi- 
tive discount  rates. 

Furthermore,  no  one  line  of  economic  activity  should  be  singled  out 
as  the  victim  of  the  deflation  process.  As  Professor  Moulton  points 
out,  the  reserves  accumulated  from  contraction  at  one  point  would  only 
be  available  for  greater  expansion  at  another,  with  the  result  that  no 
relief  from  a  high  price  level  would  actually  be  had. 

The  present  situation  differs  from  the  normal  period  of  inflation  in 
that  it  is  characterized  by  an  acute  scarcity  of  goods,  whereas  such 
periods  are  usually  characterized  by  a  large  volume  of  production. 
This  leads  one  to  venture  the  prediction  that  after  the  economic  sys- 
tem has  been  purged  of  extravagance  and  inefficiency,  including  certain 
phases  of  the  prevailing  labor  psychology  to  which  reference  has  been 
made,  the  revival  will  be  more  rapid  than  is  normally  the  case. 
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Certain  incidental  conclusions  which  Professor  Moulton  has  reached 
seem  to  need  some  modification  because  they  are  based  upon  an  over- 
wrought distinction  between  money  used  in  production  and  money  used 
in  exchange.  If  I  interpret  him  correctly,  he  takes  the  so-called  classi- 
cal writers  on  money  to  task  for  failing  to  observe  that  one  of  the  uses 
of  money,  beside  being  exchangeable  for  goods,  is  to  aid  in  the  pro- 
duction of  goods.  Just  how  money  functions  differently  in  the  produc- 
tive process  from  the  way  it  serves  the  consumptive  process  I  am  un- 
able to  comprehend.  Producers  obtain  money  or  deposit  currency 
merely  in  order  to  have  something  to  exchange  for  the  goods  and  ser- 
vices needed  for  carrying  on  the  particular  step  in  the  productive  pro- 
cess in  which  they  happen  to  be  engaged.  Consumers,  in  like  manner, 
obtain  money  or  deposit  currency  in  order  to  have  something  to  ex- 
change for  goods  and  services,  many  of  which  are  identical  with  the 
things  for  which  producers  are  offering  money  in  exchange. 

While  I  am  far  from  being  a  spokesman  for  the  quantity  theorists, 
I  am  sure  that  Professor  Fisher,  for  instance,  would  not  accept  the 
statement  that  the  quantity  theory  always  runs  in  terms  of  goods  al- 
ready produced  as  excluding  producers'  goods.  He  undoubtedly  would 
be  quite  willing  to  revise  his  picture  of  the  commodity  scale  pan  so  as 
to  include  wheat  as  well  as  bread,  and  shoe  machinery  as  well  as  shoes. 
While  it  is  true  that  our  mechanism  for  manufacturing  media  of  ex- 
change is  much  more  concerned  with  the  provision  of  funds  for  the 
productive  process  than  for  consumptive  uses,  the  resulting  money  and 
deposit  currency  function  in  exactly  the  same  way,  in  that  they  make 
the  demand  of  the  purchaser  of  goods  and  services  an  effective  demand. 

Professor  Moulton  is  quite  right  when  he  says  that  the  immediate 
effect  of  the  curtailment  in  the  volume  of  bank  currency  will  be  to  send 
prices  of  finished  goods  in  the  opposite  direction,  but  at  the  same  time 
a  chain  of  influences  will  have  been  started  which  will  tend  to  bring 
about  a  subsequent  lowering  of  prices  of  individual  commodities  and 
services,  and  hence  a  lower  level  of  prices.  Without  taking  in  detail 
his  various  groups  of  borrowers,  for  the  principle  involved  is  the  same 
throughout,  let  me  point  out  wherein  his  somewhat  overwrought  notion 
of  the  peculiar  use  of  money  in  production  leads  him  afield.  Now  a 
reduction  in  accommodations  by  the  banks  would  result  in  the  curtail- 
ment of  effective  demand  for  existing  producers'  goods  and  services, 
for  no  matter  how  early  a  stage  in  the  productive  process  his  efforts 
represent,  the  producer  like  the  consumer  is  a  buyer  of  existing  goods 
and  services.  In  a  competitive  market  the  supply  of  producers'  goods 
would  have  to  be  sacrificed  in  view  of  the  curtailed  demand  for  them. 

Because  of  their  ability  to  obtain  the  constituent  goods  and  services 
at  a  lower  cost,  granting  free  competition,  after  the  temporary  increase 
in  prices  has  passed,  purchasers  of  their  output  should  be  able  to  obtain 
it  at  a  lower  figure.  The  limitation  in  the  amount  of  available  purchas- 
ing power  would  force  some  firms  into  liquidation  and  there  would 
therefore  be  a  curtailment  of  subsequent  supplies  which  would  tend  to 
offset  the  influence  of  the  curtailed  demand,  but  it  has  invariably  been 
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the  case  that  the  psychological  effect  of  a  decreasing  demand  plus  the 
actual  shrinkage  has  outweighed  the  counter  effect  of  the  accompany- 
ing decreasing  sujiply.  As  for  the  point  that  fixed  charges  would  have 
to  be  distributed  over  a  smaller  number  of  units  of  product,  and  that 
tlierefore  the  price  of  goods  would  go  up  instead  of  down,  this  miglit 
be  the  case  in  a  few  industries  where  fixed  charges  were  so  important 
an  element  in  cost  as  to  more  than  offset  the  factors  I  have  mentioned, 
but  even  here  in  a  time  of  threatened  depression  the  payment  of  many 
of  the  so-called  fixed  charges  would  be  subjected  to  postponement. 

In  like  manner  the  contention  that  the  curtailment  of  building  oper- 
ations through  the  contraction  of  loans  would  tend  to  create  scarcity 
values  for  the  product  of  existing  plants  refers  only  to  a  temporary 
phenomenon.  The  producers  who  are  extending  an  old  plant  or  start- 
ing a  new  one  depend  upon  a  supply  of  loanable  funds  in  order  to 
make  effective  their  demand  for  labor,  cement,  steel,  glass,  etc.  If 
their  supply  of  funds  suffers  diminution,  the  prices  of  such  commodi- 
ties and  services  will  tend  to  fall  with  diminished  demand.  This  in- 
fluence will  spread  like  the  waves  propelled  by  the  force  applied  by  the 
traditional  pebble  thrown  into  the  pond.  Furthermore,  in  due  time, 
the  existing  plants,  for  the  reasons  stated  before,  will  because  of 
lowered  costs  turn  out  the  curtailed  supply  at  a  lower  price. 

Professor  Moulton,  in  his  discussion  of  the  effect  of  loans  for  con- 
sumptive purposes,  indicates  very  clearly  my  position  with  regard  to 
loans  for  productive  purposes  as  well.  "It  may  well  be  that  the  force 
of  original  demand  thus  augmented  by  borrowed  funds  has  served  to 
raise  the  price  of  consumers'  goods."  "Producers'  "  could  just  as  well 
be  substituted  for  "consumers'  "  goods  in  the  quotation.  Moreover,  is 
not  the  converse  proposition  true.''  May  not  a  reduction  in  loans  not 
only  to  consumers  but  to  producers  as  well  reasonably  be  expected  to 
lower  prices  ?  And  does  not  this  mean  in  the  case  of  the  latter  the 
ultimate  lower  production  costs  which  Professor  Moulton  insists  are  the 
sine  qua  non  of  a  reduced  cost  of  living.'' 

Finally,  there  is  the  problem  of  ridding  the  commercial  banking 
structure  of  two  billions  of  government  securities  which  ought  to  be  in 
the  strong  boxes  of  individuals  and  savings  institutions.  I  agree  that 
it  would  be  highly  undesirable  and  in  fact  quite  disastrous  to  our  eco- 
nomic system  if,  in  addition  to  the  curtailment  of  their  other  credit 
demands,  producers  had  to  have  the  market  for  their  securities  badly 
depressed,  if  not  thrown  into  a  chaotic  condition,  by  the  appearance 
of  a  competitor  of  such  magnitude. 

Nothwithstanding  the  delicacy  of  the  task,  a  definite  policy  looking 
toward  the  absorption  of  these  government  obligations  should  be 
adopted  and  followed  out  as  rapidly  as  a  proper  regard  for  the  sta- 
bility of  the  credit  structure  will  permit.  Our  experience  with  the  sale 
of  Liberty  Bonds  and  thrift  stamps  has  shown  that,  after  all,  a  con- 
siderable volume  of  government  securities  will  be  absorbed  without 
injury  to  other  classes' of  investment  or  curtailment  of  savings  accounts. 
Since  this  class  of  i^urchasers  buy  bonds  at  the  expense  of  consumption. 
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a  skillful  selling  campaign  would  work  a  two-fold  benefit  to  the  price 
situation. 

George  E.  Putnam. — One's  method  of  approach  to  the  question  of 
prices,  reconstruction,  and  banking  policy  is  so  intimately  dependent 
upon  one's  conception  of  the  forces  that  operate  to  determine  the  value 
of  money,  that  I  shall  state  briefly,  at  the  outset,  my  conception  of 
those  forces.  Using  Professor  Fisher's  familiar  terms,  my  conception 
of  the  equation  of  exchange  would  read,  MV=PT.  In  this  case, 
however,  M  represents  standard  money  only,  and  V  its  velocity  of  cir- 
culation. That  is  to  say,  the  gold  lying  in  the  United  States  Treasury 
as  a  reserve  against  United  States  notes,  together  with  the  gold  in 
bank  reserves,  is  not  really  idle.  It  is  constantly  at  work,  supporting 
in  varying  degrees  of  activity  the  numerous  forms  of  government  and 
bank  currency.  When  business  men  are  confident  of  the  future,  they 
borrow  and  extend  their  operations.  Bank  currency  (hence  the  velocity 
of  the  circulation  of  gold)  increases  in  volume.  The  first  effect  of 
confidence,  if  it  becomes  general,  is  a  rise  in  prices ;  the  ultimate  effect, 
an  increase  in  the  volume  of  products.  I  make  no  attempt  to  analyze 
the  psychological  factor  which  governs  V,  namely,  confidence.  I  only 
know  that  it  may  be  precipitated  by  good  crop  prospects,  a  turn  in  the 
political  situation,  etc. ;  and  it  may  be  reenf orced  by  a  rise  in  the  price 
level  itself.  (This  is  only  another  way  of  saying  that  bank  currency 
may  be  an  immediate  cause  or  an  ultimate  effect  of  rising  prices.  Note 
the  somewhat  similar  relation  between  the  price  of  labor  and  the 
price  of  commodities.)  But  once  men's  confidence  is  thoroughly 
aroused  it  is  likely  to  run  riot.  It  easily  becomes  infectious.  A  few 
successful  ventures  blind  men  to  the  necessity  of  caution.  Sooner  or 
later  the  expansion  in  the  volume  of  trade  under  rising  prices,  and  the 
investment  of  capital  in  producers'  goods,  is  rudely  checked  by  rising 
wages  and  interest  rates.  Weaker  firms  fail,  blind  confidence  is 
shaken,  even  low-cost  firms  have  difficulty  in  maintaining  their  credit 
standing,  and  prices  fall.  The  conclusion  is  that,  without  any  change 
in  the  quantity  of  standard  money,  prices  may  rise  or  fall  according  to 
the  state  of  business  confidence. 

The  term  "business  confidence"  is  used  here  in  its  broadest  sense.  If 
a  government  issues  bonds  which  are  used  as  security  for  bank  loans, 
there  has  been  an  increase  in  confidence;  or  if  a  government  issues  in- 
convertible paper  money,  it  is  compelling  its  citizens  to  rely  upon  in- 
struments based  entirely  upon  confidence.  This  latter  point  is  im- 
portant, for  the  reason  that  many  writers  have  insisted  that  the  green- 
backs were  the  actual  standard  of  value  during  the  Civil  War.  In 
reply  to  this  contention,  I  would  merely  ask  the  question.  What  would 
have  happened  to  greenback  prices  after  1864  if  in  that  year  Congress 
had  raised  the  weight  of  the  gold  dollar  to  forty  grains  .f* 

With  regard  to  the  other  side  of  the  equation  of  exchange,  I  be- 
lieve that  the  volume  of  trade  is  equally  important  in  explaining  price 
changes.     During  the  period  from  1873  to  1896,  for  instance,  there 
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was  a  general  increase  in  the  productivity  of  labor  and  capital,  and  a 
general  decline  in  prices.  In  agriculture,  increased  productivity  was 
the  result  of  the  application  of  new  and  extensive  methods  of  cultiva- 
tion to  free  and  fertile  land.  In  industr}"^,  there  were  introduced  not 
only  labor-saving  devices  but  also  the  economies  of  the  corporate  form 
of  business  organization.  Here  were  changes  in  the  volume  of  trade 
which  did  not  result  from  price  changes.  On  the  contrary,  they  con- 
tributed to  changes  in  the  price  level. 

If  it  is  true  that  increasing  productivity  may  reduce  prices  by  en- 
jlarging  the  volume  of  trade,  is  not  also  the  converse  true,  namely, 
that  diminishing  productivity  may  help  to  raise  prices  by  reducing  the 
volume  of  trade?  For  the  time  being  the  war  has  clearly  diminished 
the  world's  productivity.  The  efforts  of  many  nations  have  been  ex- 
pended in  the  production  of  relatively  unproductive  goods  with  the  re- 
sult that  there  is  now  a  serious  shortage  of  consumers'  goods.  The 
cause  of  present  prices,  therefore,  cannot  be  attributed  solely  to  the 
increase  in  tlie  quantity  of  gold  and  confidence.  Some  account  must 
be  taken  of  diminished  productivity  for  which  the  price  level  has  not 
been  responsible. 

I  am  not  attempting,  in  this  brief  analysis,  to  discount  the  impor- 
tance of  the  quantity  of  "money"  as  a  factor  in  explaining  price  levels. 
I  am  merely  insisting  that  equations  of  exchange  prove  nothing,  that 
gold  money  has  utility  for  purposes  other  than  money,  that  other  things 
do  not  remain  equal,  that  every  period  is  one  of  transition,  and  that  in 
seeking  for  the  causes  of  price  changes  we  must  look  primarily  to  the 
forces  that  determine  the  volume  and  serviceability  of  standard  money, 
the  state  of  business  confidence,  and  the  volume  of  trade.  These  fac- 
tors, together  with  the  price  level  itself,  are  like  Professor  Marshall's 
illustration  of  the  balls  lying  in  a  bowl — they  mutually  govern  one 
another's  position. 

I  agree  with  Professor  Moulton  that  it  is  high  time  to  increase  ma- 
terially rediscount  rates.  Such  action  would  tend  to  check  the  specu- 
lative spirit  which  has  been  partly  responsible  for  the  upward  trend 
of  prices.  While  I  accept  the  doctrine  that  over  short  periods  of  time 
speculation  tends  to  stabilize  prices,  I  fail  to  see  that  the  same  holds 
true  over  long  periods.  In  the  psychology  of  human  nature  the  pendu- 
lum of  confidence — or  lack  of  confidence — always  swings  too  far,  pro- 
ducing in  the  end  a  violent  reaction.  The  sooner  overconfidence  is 
checked  the  better. 

I  am  not  fearful  that  the  increase  in  discount  rates  will  raise  prices 
by  raising  costs.  Here  again  we  must  take  into  consideration  the  fact 
that  there  is  an  interval  of  time  between  changes  in  cost  and  changes 
in  price.  It  should  be  noted  also  that  in  certain  lines  of  industry  our 
own  volume  of  producers'  goods  has  been  vastly  increased  during  the 
period  of  the  war;  and,  in  view  of  the  necessity  of  meeting  fixed 
charges  on  invested  capital,  higher  interest  rates  on  new  loans  need 
pot  immediately  result  in  higher  prices  for  the  products  of  low  cost 
firms.     The  essential  point  is  that  higher  discount  rates  might  help  to 
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check  the  spirit  of  overconfidence  and  thereby  keep  prices  from  mount- 
ing higher.  In  any  case  it  would  better  prepare  us  for  the  outward 
movement  of  gold  which  is  bound  to  come. 

So  far  as  industrial  depression  is  concerned,  I  think  we  can  all 
safely  agree  that  it  will  come  "sooner  or  later,"  According  to  all  the 
familiar  signs  we  are  already  approaching  the  top  of  a  business  cycle. 
But  there  are  extenuating  factors  in  the  situation,  factors  which  have 
not  been  present  in  former  cycles.  Frankly,  I  think  a  good  deal  will 
depend  upon  our  credit  (confidence)  relations  with  Europe  as  to  how 
soon  the  period  of  reaction  will  set  in.  If  we  lavishly  extend  credit  to 
European  countries,  we  shall  unleash  the  forces  that  make  for  higher 
prices.  If  we  refuse  that  credit,  we  shall  have  more  of  our  own  pro- 
ducts in  our  own  markets  at  lower  prices.  I  think  we  can  be  certain  on 
only  one  thing,  namely,  the  sooner  the  reaction  comes  the  shorter  will 
be  its  duration. 

H.  G.  MouLToN. — Owing  no  doubt  to  faulty  exposition  in  the  origi- 
nal draft  of  my  paper,  Mr.  Dowrie  has  completely  misinterpreted  my 
position  on  the  major  issue.  I  was  not,  in  fact,  making  any  distinc- 
tion between  capital  and  consumptive  goods ;  my  distinction  is  between 
the  use  of  money  as  a  medium  for  exchanging  goods  that  have  already 
been  produced  (whether  consumptive  or  capital  goods)  and  the  use  of 
money  in  financing  the  production  of  the  goods  themselves.  It  was 
doubtless  my  comment  upon  the  quotation  from  the  Federal  Reserve 
Bulletin,  which  appeared  to  assume  that  an  increased  production  of 
capital  goods  would  not  require  the  use  of  funds,  that  threw  Mr. 
Dowrie  off  the  track.  It  is  true  that  most  of  the  writings  on  money 
as  a  medium  of  exchange  run  in  terms  of  the  exchange  of  consumers' 
goods  only;  but  adding  capital  goods  to  the  trade  side  of  the  equation 
does  not  in  any  sense  touch  my  criticism. 

The  point  is  that  a  producer  of  raw  materials,  for  example,  borrows 
funds  and  sets  labor  and  capital  to  work  in  digging  raw  materials  out 
of  the  earth.  These  borrowed  funds  (credit  currency,  if  you  please) 
are  not  used  in  this  case  for  exchanging  goods  that  are  already  in  the 
market  awaiting  sale;  they  are  used  to  produce  the  goods.  Similarly, 
when  a  manufacturer  borrows  funds  and  employs  industrial  energy  in 
manufacturing  raw  materials  into  finished  products,  he  is  not  merely 
exchanging  goods;  he,  also,  is  producing  them.^  Likewise  the  middle- 
men who  borrow  funds  with  which  to  finance  their  operations  are  not 
merely  exchanging  goods ;  by  the  use  of  the  funds  required  in  financing 
their  operations  they  give  place  and  possession  utility  to  these  goods. 
And  as  everyone  realizes — upon  reflection — the  productive  process 
would  be  halted  to  the  approximate  degree  that  these  funds  were  not 
obtainable.  Money  is  of  course  serving  as  a  medium  of  exchange,  but 
it  is  also  being  used  in  financing  the  production  of  goods ;  and  unless 

1  Because  of  the  emphasis  upon  the  exchange  function  of  money  most  of  our 
banking  literature  assumes  that  bank  currency  functions  only  in  connection 
with  the  marketing  of  goods,  after  they  have  left  the  hands  of  the  manufac- 
turer. 
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one  keeps  this  fact  constantly  in  mind  he  will  fail  to  appreciate  the 
economic  effects  of  a  policy  of  loan  contraction,— or  for  that  matter 
of  a  policy  of  loan  expansion. 

Professor  Fisher  has  made  a  significant  admission  in  this  connection, 
in  stating  that  an  expansion  of  bank  loans  and  an  increase  in  the  quan- 
tity of  credit  may  be  attended  by  an  increase  in  the  quantity  of  goods. 
He  adds,  however,  that  when  once  these  goods  that  have  been  pro- 
duced by  the  use  of  the  borrowed  funds  have  passed  out  of  the  market 
the  expanded  credits  remain  and  thus  subsequently  raise  the  level  of 
prices.  In  this  assumption  that  credit,  once  utilized,  necessarily  re- 
mains an  active  price-determining  factor,  we  find  the  crux  of  the  whole 
question.  If  the  assumption  is  true,  very  nearly  the  entire  case  for  the 
quantity  theory,  as  Professor  Fisher  expounds  it,  must  be  granted.  If 
it  is  untrue,  however,  virtually  the  entire  analysis  falls  to  the  ground. 
In  sujDport  of  the  statement  that  this  credit  remains  in  the  channels 
of  circulation  as  an  offer  against  goods  after  the  goods  originally  pro- 
duced with  these  borrowed  funds  have  passed  out  of  the  market,  I  have 
never  yet  seen  any  attempted  proof.  The  writers  who  make  this  state- 
ment have  never  followed  through  with  the  analysis.  The  complete 
cycle  is  as  follows:  The  original  loan  is  made  to  Mr.  Jones.  Mr. 
Jones  produces  goods  with  the  borrowed  funds.  The  goods  are  sold 
and  eventually  pass  out  of  the  market.  But  the  outstanding  credit 
does  not  remain  outstanding,  because  Mr.  Jones  pays  off  his  loan  at 
the  bank  and  thereby  reduces  the  amount  of  outstanding  credit.  In- 
deed, he  usually  pays  it  by  drawing  a  check  in  favor  of  the  bank 
against  a  deposit  account. 

Whether  a  new  loan  will  immediately  be  sought  and  granted  will 
depend  upon  the  conditions  obtaining  at  the  time  the  loan  is  paid.  And 
if  a  new  loan  is  made,  Mr.  Jones  will  again  use  the  borrowed  funds 
in  the  productive  process  and  thus  again  offset  the  new  credit  by  new 
goods. 

The  daily  and  weekly  variations  in  the  volume  of  loans  and  deposits  ; 
the  seasonal  fluctuations ;  and  the  alternate  expansion  and  contraction 
in  the  different  periods  of  the  business  cycle — all  offer  conclusive 
evidence  against  the  validity  of  the  assumption  in  question.  The 
mechanical  conception  of  a  total  quantity  of  monetary  counters  and  a 
total  quantity  of  (produced)  goods  serves  merely  to  obscure  the  reali- 
ties of  the  price-making  process. 


THE  RAILWAY  PROBLEM— DISCUSSION^ 

Samuel  O.  Dunn. — My  assignment  is  to  discuss  the  Plumb  plan 
in  its  relation  to  efficiency  of  railroad  operation. 

Efficiency  of  operation  consists  in  running  a  railroad  as  economically 
as  is  compatible  with  paying  reasonable  wages  to  employees  and  ren- 
dering good  service  to  the  public.  It  would  be  impossible  within  the 
time  at  my  disposal  to  discuss  the  Plumb  plan  in  relation  both  to  the 
effects  it  seems  to  me  it  would  have  upon  the  quality  of  the  railroad 
service  rendered  and  those  it  would  have  upon  the  cost  of  providing  the 
service.  Therefore^  I  shall  confine  myself  to  the  discussion  of  its  prob- 
able effects  upon  the  cost  of  providing  the  service. 

The  same  limitation  of  time  will  make  it  necessary  for  me  to  assume 
that  we  are  trying  to  decide  merely  between  private  management,  on 
the  one  side,  and  management  under  the  Plumb  plan,  on  the  other. 
Many  persons  believe  that  government  management  would  in  the  long 
run  be  superior  to  either  private  management  or  the  Plumb  plan;  but 
time  will  not  permit  me  to  touch  upon  government  management. 

The  efficiency  with  which  a  railroad  system  is  operated  depends, 
first,  upon  brains ;  second,  upon  capital,  as  represented  chiefly  by  the 
physical  facilities  provided;  and,  third,  upon  manual  labor. 

The  most  important  of  these  is  brains.  Some  people  seem  to  think 
that  after  a  railroad  is  built  and  running  its  efficient  operation  be- 
comes more  or  less  a  matter  of  routine.  The  truth  is^  there  never  was 
a  time  in  the  history  of  the  United  States  when  its  railroads  were  con- 
fronted with  so  many  problems  the  solution  of  which  will  require  fore- 
sight, initiative,  courage,  and  administrative  capacity  of  the  highest 
order  as  now.  The  productive  capacity  of  the  country  has  outgrown 
the  carrying  capacity  of  the  railroads.  There  can  be  no  further  sub- 
stantial increase  of  production  until  the  capacity  of  the  railways  has 
been  substantially  increased.  The  welfare  of  the  nation  demands  that 
this  increase  of  transportation  capacity  shall  be  obtained  at  the  least 
practicable  cost;  and  it  will  require  ability  of  a  high  order  to  do  this. 

Again,  there  has  been  an  enormous  increase  in  the  cost  of  operation 
within  recent  years,  owing  mainly  to  advances  in  the  prices  of  ma- 
terials, equipment  and  fuel,  and  to  advances  in  the  wages  and  reduc- 
tions in  the  working  hours  of  labor.  Labor  already  is  asking  for  still 
further  large  advances  in  wages.  To  reduce  the  cost  of  operation  sub- 
stantially,— or,  if  there  are  to  be  any  more  advances  in  wages  and 
prices,  to  keep  it  from  advancing  still  further, — will  also  require  the 
exercise  of  great  ability  and  energy.  The  best  brains  available  will 
be  required  to  raise  capital  on  the  best  practicable  terms  and  to  see 
that  it  is  invested  where  it  will  do  the  most  good.  They  will  also  be 
needed  to  devise  and  put  into  effect  the  operating  methods  needed  to 
enable  the  railways  to  make  the  best  possible  use  of  their  facilities, 

1  The  discussion  of  the  railway  problem  was  opened  by  an  address  by  Mr. 
Glenn  E.  Plumb.  Mr.  Plumb  was  not  able  to  furnish  a  manuscript  of  his  ad- 
dress, and  it  is  therefore,  with  regret,  omitted  from  the  Proceedings. 
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thereby  transporting  the  maximum  practicable  traffic  while  giving  the 
best  practicable  service  at  the  least  practicable  cost. 

For  the  purposes  of  discussion  we  distinguish  between  brains  and 
labor.  But  there  is  no  labor  so  painful  and  exhausting  as  the  hard  and 
prolonged  use  of  the  brain;  and  on  the  other  hand  most  manual  labor 
is  valuable  in  proportion  not  merely  to  the  physical  exertion  but  also 
to  the  intelligence  of  those  who  perform  it.  There  is  an  immense 
amount  of  latent  brain  power  among  the  railway  employees  of  this 
country.  This  is  illustrated  by  the  fact  that  a  large  majority  of  the 
great  railway  managers  have  risen  from  the  ranks  of  the  employees. 
But  while  intelligence  on  the  part  of  labor  is  essential  to  its  greatest 
efficiency,  that  intelligence  on  the  part  of  labor  is  not  necessarily  ac- 
companied by  the  power  of  initiative,  but  is  chiefly  valuable  because  it 
enables  labor  to  do  better  the  tasks  assigned  by  those  who  work  chiefly 
with  their  brains.  Therefore,  in  a  broad  way,  the  distinction  between 
brains  and  labor  is  valid. 

Transportation  costs  are  of  two  kinds,  capital  costs  and  operating 
costs.  These  two  kinds  of  costs  are  often  discussed  as  if  they  are 
independent  of  each  other.  In  fact,  they  are  interdependent.  The 
operating  costs  of  every  railroad  system  are  determined  very  largely 
by  the  amount  of  capital  that  has  been  invested  in  it  and  the  way  it  has 
been  invested.  The  first  requisite  to  efficient  operation  is  the  raising 
and  the  wise  investment  of  sufficient  capital  to  provide  facilities  enough 
to  handle  the  available  traffic.  Traffic,  and  especially  freight  traffic, 
can  be  most  economically  handled  in  large  units;  that  is,  in  large  cars 
and  in  long  trains.  In  order  that  freight  may  be  handled  in  large 
units  it  is  necessarj'  not  only  to  provide  large  cars  and  to  equip  them 
so  that  they  can  be  handled  in  long  trains,  but  also  to  reduce  the 
grades  of  the  tracks  and  eliminate  the  curvature  from  them,  and  more- 
over to  provide  the  right  kind  of  power  for  moving  long  trains.  This 
power  may  be  large  and  heavy  steam  locomotives,  or  it  may  take  the 
form  of  electrical  installations  and  locomotives.  As  the  traffic  grows, 
and  the  size  of  carloads  and  trainloads  increases,  there  must  be  pro- 
vided sufficient  second,  third,  fourth,  and  even  additional  tracks,  long 
passing  tracks,  large  yards  and  terminals,  etc.  Without  sufficient 
facilities  of  these  kinds  economical  operation  is  impossible.  The  de- 
termination of  what  improvements  in,  and  additions  to,  the  physical 
facilities  shall  be  made  requires  engineering,  operating,  and  executive 
ability  of  the  highest  order.  Increased  investment  means  that  in- 
creased fixed  charges  must  be  paid.  The  object  always  is  to  effect  a 
reduction  of  operating  expenses  which  will  exceed  the  interest  and 
dividends  that  must  be  paid  upon  the  increased  investment.  If  this 
object  is  not  attained  the  additional  investment  made  will  cause  a  loss 
instead  of  a  gain  to  the  owners  of  the  railroads. 

Once  the  improved  and  additional  facilities  have  been  provided 
there  remains  to  be  solved  the  problem  of  so  operating  the  railroads  as 
to  make  the  most  efficient  possible  use  of  their  facilities.  The  solu- 
tion of  this  problem  is  hardly  less  difficult  than  that  of  investing  capi- 
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tal  in  sucli  a  way  as  to  provide  just  the  kind  of  facilities  needed.  The 
operating  organization  of  a  railroad  system  is  very  large,  and  includes 
a  great  majority  of  all  its  officers  and  employees.  It  maintains  and 
keeps  in  running  order  the  locomotives  and  cars ;  it  maintains  the 
tracks  and  permanent  structures  of  all  kinds ;  it  works  out  all  the  train 
schedules,  and  makes  up,  runs,  and  breaks  up  all  the  trains ;  it  loads 
and  unloads  all  the  less-than-carload  freight  traffic;  it  manages  all  the 
freight  and  passenger  stations.  The  efficient  operation  of  a  large 
railroad  is  an  administrative  task  of  gigantic  proportions  which  re- 
quires as  great  ability  as  any  administrative  task  in  industry. 

It  is  claimed  that  under  the  Plumb  plan  the  efficiency  with  which  our 
railroads  are  operated  would  be  increased.  It  also  has  been  claimed 
that  under  private  management  our  railroads  have  been  inefficiently 
operated.  There  are  two  kinds  of  comparisons  which  could  be  made 
to  determine  whether  they  were  inefficiently  operated  under  private 
managmcnt. 

First,  the  conditions  surrounding  them  and  the  operating  results  ob- 
tained could  be  compared  with  those  of  railways  in  other  countries. 
This,  however,  would  take  much  time  and,  of  course,  I  shall  not  under- 
take it  here,  although  I  have  done  so  elsewhere.  It  will  have  to  suffice 
to  say,  what  every  student  of  railway  management  knows,  that  our  rail- 
ways have  handled  tlieir  traffic  at  lower  unit  costs  and  at  relatively 
lov/er  rates  than  any  other  railroads. 

Secondly,  we  may  compare  the  conditions  surrounding,  and  the  oper- 
ating results  of,  our  railways  in  the  last  year  of  private  operation, 
1917  for  example,  with  those  of  some  earlier  year,  as  1907.  If  we 
find  that  their  operating  results  when  private  operation  was  terminated 
were  greatly  superior  to  what  they  were,  say,  ten  years  before,  this 
will  throw  some  light  on  whether  they  were  efficiently  managed  dur- 
ing those  ten  years.  If  the  operating  results  of  an  individual  railroad, 
or  a  railroad  system,  are  constantly  improving  this  affords  very  good 
ground  for  contending  that  it  is  being  efficiently  managed. 

I  believe  that  the  best  standard  for  determining  whether  a  concern 
or  an  industry  is  being  efficiently  managed  is  the  extent  to  which  the 
service  rendered  or  the  product  made  by  it  is  increasing  or  decreasing 
in  proportion  to  the  amount  of  human  labor  used.  From  an  economic 
standpoint  the  main  thing  which  all  men  want  is  either  an  increase  in 
the  necessities,  comforts,  and  luxuries  which  they  receive  for  the  work 
they  do,  or  a  reduction  in  the  amount  of  work  they  have  to  do  in  order 
to  get  the  necessities,  comforts,  and  luxuries  which  they  receive.  There 
is  only  one  way  in  which  mankind  as  a  whole,  or  the  people  of  any 
country  as  a  whole,  can  get  more  necessities,  comforts,  and  luxuries 
than  they  now  get  for  the  same  work,  or  the  same  necessities,  comforts, 
and  luxuries  for  less  work,  and  that  is  by  increasing  the  amount  of 
these  things  produced  in  proportion  to  the  amount  of  human  labor  used 
in  producing  them.  Now  transportation  is  one  of  the  most  essential 
factors  in  modern  production ;  and  the  fewer  men  there  are  employed 
in  furnishing  adequate  transportation  for  the  country's  commerce,  the 
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more  there  will  be  that  can  be  employed  in  the  industries  that  produce 
the  things  that  enter  into  that  commerce,  and,  tlierefore,  other  things 
being  equal,  the  more  things  there  will  be  produced  in  proportion  to 
the  total  amount  of  work  done. 

The  year  ended  on  June  30,  1907,  and  the  year  ended  on  December 
31,  1917,  were  both  years  of  record-breaking  railroad  traffic.  There- 
fore, it  is  fair  to  compare  the  operating  results  of  the  railroads  in 
those  two  years.  They  met  certain  great  difficulties  in  handling  their 
business  in  the  latter  part  of  1917  owing  to  complications  created  by 
the  war,  but  our  comparisons  will  not  be  vitiated  by  ignoring  these. 
The  units  of  railroad  service  are  the  ton  carried  one  mile  and  the 
passenger  carried  one  mile.  In  1907  the  number  of  passengers  car- 
ried one  mile  for  each  person  employed  on  the  railroads  was  1G,577, 
while  in  1917  it  was  22,781,  an  increase  of  37  per  cent.  The  number 
of  tons  carried  one  mile  per  employee  in  1907  was  141,501,  while  in 
1917  it  was  227,636,  an  increase  of  61  per  cent.  There  were  no  sub- 
stantial changes  between  these  years  in  the  hours  of  work  or  the  hard- 
ships endured  by  employees,  and  therefore  these  statistics  faithfully 
reflect  the  increase  which  was  made  in  the  amount  of  transportation 
service  rendered  in  proportion  to  the  amount  of  human  labor  used. 

How  was  this  great  increase  in  the  amount  of  transportation  service 
rendered  in  proportion  to  the  amount  of  human  labor  performed  ob- 
tained? It  was  obtained  mainly  in  the  ways  that  I  have  already  inti- 
mated, namely:  first,  by  the  investment  of  capital  to  provide  additional 
and  better  facilities;  and,  second,  by  the  adoption  of  improved  oper- 
ating methods. 

In  1907  the  book  cost  of  road  and  equipment  of  the  railroads  per  em- 
ployee, as  reported  to  the  Interstate  Commerce  Commission^  was 
$7792,  while  in  1917  it  was  $10,631.  Many  criticisms  have  been 
passed  upon  the  statistics  of  book  cost  of  road  and  equipment  upon  the 
ground  that,  especially  prior  to  1907,  they  have  not  represented  actual 
investment.  It  is  generally  conceded,  however,  that  the  reports  since 
1907  have  represented  actual  investment,  and  if  this  is  the  case  there 
was  made  in  the  ten  years  ended  with  1917  an  investment  of  almost 
$3000  for  every  person  employed.  For  that  amount  of  money  you 
could  buy,  until  recent  advances  in  price,  a  Marmon  or  a  Packard 
automobile.  I  use  that  illustration  to  show  how  large  and  valuable  was 
the  addition  made  in  those  ten  years  to  the  facilities  that  were  provided 
by  railroad  capital  and  brains  in  order  to  increase  the  amount  of 
transportation  service  that  could  be  rendered  with  a  given  exioenditure 
of  human  labor. 

The  results  of  the  investment  of  this  new  capital  and  of  the  im- 
provements which  were  made  in  operating  methods  are  shown  by  the 
statistics  of  the  Interstate  Commerce  Commission.  The  average  ca- 
pacity of  freight  cars  was  increased  from  34  tons  to  almost  39  tons. 
The  average  tractive  power  of  locomotives  was  increased  from  25,823 
pounds  to  33,932  pounds.  The  average  tons  hauled  per  car  was  in- 
creased from  almost  20  tons  to  almost  25  tons.     The  average  number 
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of  tons  hauled  per  train  was  increased  from  357  tons  to  597  tons,  or 
67  per  cent. 

I  suppose  it  is  hardly  necessary  to  present  any  argument  to  demon- 
strate that  this  increase  of  railroad  operating  efficiency  was  not  due 
mainly,  or  even  largely,  to  manual  labor.  There  is  very  good  reason 
for  believing  that  the  average  railroad  employee  actually  did  not  do 
as  much  hard  manual  labor  in  1917  as  he  did  in  1907,  although  he 
may  have  had  to  use  more  intelligence.  This  increase  of  efficiency  was 
due  almost  entirely  to  the  investment  of  capital  and  to  the  use  by  the 
directors  and  officers  of  the  companies  of  their  brains. 

Perhaps  it  may  be  suggested  that  this  large  increase  of  investment 
was  accompanied  by  a  large  increase  in  the  return  which  had  to  be 
paid  to  capital  in  proportion  to  the  amount  of  business  moved,  and  that 
this  kept  down  the  wages  of  labor.  On  the  contrary,  the  average  wage 
per  employee  increased  from  $641  in  1907  to  $1003  in  1917,  or  over 
56  per  cent.  I  do  not  contend  that  the  wages  paid  to  railway  em- 
ployees were  sufficient,  but  I  do  contend  that  the  fact  that  this  large 
increase  in  wages  was  not  accompanied  by  any  advances,  but  by  actual 
declines,  in  the  average  rates  charged  to  the  public,  and  that  never- 
theless most  of  the  railroad^  remained  solvent,  makes  it  evidence  of 
efficient  operation.  Meantime,  the  return  paid  to  capital  in  proportion 
to  the  amount  of  traffic  handled  actually  declined;  or,  to  state  the 
matter  another  way,  the  amount  of  traffic  handled  increased  more  in 
proportion  than  the  interest  and  dividends  which  were  paid.  In  1907 
the  number  of  passengers  moved  one  mile  for  each  dollar  of  interest 
and  dividends  paid  was  48,  while  in  1917  it  was  51,  an  increase  of  6 
per  cent.  In  1907  the  number  of  tons  of  freight  carried  one  mile  for 
each  dollar  of  interest  and  dividends  paid  was  416,  while  in  1917  it 
was  512,  an  increase  of  23  per  cent.  In  spite  of  the  advance  of  56  per 
cent  in  the  average  wage  of  railroad  labor  the  increase  in  the  efficiency 
of  operation  was  so  great  that  in  1917  the  amount  of  traffic  handled 
for  each  dollar  of  wages  paid  was  about  the  same  as  in  1907.  The 
number  of  passengers  carried  one  mile  for  each  dollar  of  wages  paid 
in  1907  was  25,  while  in  1917  it  was  22,  a  small  decrease.  The  num- 
ber of  tons  of  freight  moved  one  mile  for  each  dollar  of  wages  paid 
in  1907  was  211,  while  in  1917  it  was  226,  a  small  increase.  Not 
only  did  the  amount  of  interest  and  dividends  paid  increase  relatively 
less  during  this  period,  in  spite  of  the  large  increase  in  investment, 
than  did  the  traffic  handled,  but  there  was  also  a  decline  in  the  per- 
centage of  return  earned  upon  the  nominal  investment.  The  average 
return  earned  on  the  book  cost  of  road  and  equipment  in  1907  was  5.61 
per  cent,  while  according  to  the  latest  statistics  of  the  Interstate  Com- 
merce Commission  in  1917  it  was  only  5.39  per  cent.  The  statistics 
demonstrate  not  only  that  there  was  a  great  increase  of  efficiency  but 
that  labor  benefited  more  in  proportion  by  it  than  did  capital. 

The  organizations  by  which  these  operating  results  were  obtained 
under  private  management  are  familiar  to  all.  First,  there  is  the 
board  of  directors,  which   usually   is   composed   of  bankers,  railway 
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officers,  and  other  business  men.  It  chooses  a  chairman,  who  is  the 
chief  financial  officer  of  the  company,  and  a  president,  who  is  its  chief 
administrative  officer.  Often  the  same  man  is  both  chairman  and 
president.  The  other  principal  officers  of  the  company  are  appointed 
by  the  board  on  the  recommendation  of  the  president.  The  higher 
officers  of  our  railroads  almost  invariably  have  risen  from  the  ranks. 
In  no  other  business  in  the  world  have  promotions  been  so  nearly  uni- 
formly based  on  experience  and  proved  ability.  The  higher  officers 
have  selected  the  other  officers,  and  in  their  cases  also  appointments  or 
promotions  almost  always  have  been  based  on  experience  and  proved 
ability. 

What  is  the  organization  which  Mr.  Plumb  proposes  to  set  up  in 
place  of  this.''  First,  there  is  to  be  a  board  of  fifteen  directors,  one 
third  of  whom  will  be  appointed  by  the  President  of  the  United  States, 
one  third  by  the  railway  officers,  and  one  third  by  the  employees. 
The  officers  will  be  merely  employees,  and  therefore  two  thirds  of 
the  directors  will  be  elected  by  the  employees.  It  is  easy  to  criticise 
the  personnel  of  the  present  boards  of  directors,  but  at  least  they  usu- 
ally have  been  composed  of  able  and  experienced  business  men  who 
have  been  stockholders,  who  have  taken  some  pains  to  know  some- 
thing about  the  conditions  and  the  needs  of  the  railroads  of  which 
they  have  been  directors,  and  who  have  had  a  strong  incentive  to  try 
to  cause  the  railways  to  be  efficiently  operated.  Is  it  logical  to  as- 
sume that  the  board  of  directors  which  Mr.  Plumb  proposes  shall  be 
created  for  all  the  railways  would  have  as  well  qualified  a  personnel  as 
the  present  boards.''  If  we  may  judge  by  our  past  governmental  ex- 
perience, will  the  directors  appointed  by  the  President  be  able  and 
experienced  business  men  or  able  and  experienced  railroad  men.''  How 
are  the  20,000  railway  officers,  who  are  scattered  all  over  the  United 
States,  and  rank  all  the  way  from  trainmasters  and  roadmasters  to 
presidents,  to  be  able  intelligently  to  select  five  men  who  will  be  espe- 
cially qualified  to  serve  as  directors.''  How  are  the  railroad  employees 
who  are  scattered  all  over  the  United  States,  and  are  of  all  ranks 
from  section  laborers  who  cannot  speak  English  to  locomotive  engi- 
neers, intelligently  to  select  five  employees  who  will  be  especially 
qualified  to  serve  as  directors  ?  It  seems  not  unreasonable  to  conclude 
that  the  President  will  appoint  directors  for  political  reasons  and  that 
the  employees  will  elect  labor  leaders.  Most  politicians  and  labor 
leaders  would  have  few  qualifications  for  directors. 

Besides,  this  board  must  direct  the  operation  of  all  the  railways  of 
the  United  States.  Where  could  you  find  fifteen  men  who  would  know, 
or  who  could  learn,  enough  about  all  the  railroads  of  the  United  States 
intelligently  to  direct  the  operation  of  all  of  them  and  who  would  ac- 
cept appointments  or  election? 

The  Plumb  plan  provides  in  addition  that  the  railways  may  be 
divided  into  districts  and  district  railway  councils  created,  one  third 
of  whose  members  shall  be  appointed  by  the  board  of  directors,  one 
third  by  the  railway  officers  in  the  district,  and  one  third  by  the  em- 
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ployees  in  the  district.  What  kind  of  system  of  election  could  be  de- 
vised which  would  give  any  reasonable  assurance  that  the  personnel 
of  these  councils  would  be  competent?  And  yet  to  them  the  board  of 
directors  may  delegate  the  exercise  of  all  of  its  authority  that  it 
sees  fit. 

The  board  of  directors  of  a  corporation,  after  having  selected  its 
executive  officers,  becomes  mainly  a  legislative  body.  The  administra- 
tion of  the  business  is  left  in  the  hands  of  the  executive  officers,  and 
therefore  the  success  of  the  management  depends  almost  entirely  upon 
whether  able  or  incapable  administrators  are  selected.  It  requires 
ability  to  recognize  ability.  Would  a  board  of  directors  and  district 
railway  councils  thus  constituted  select  as  fit  men  to  manage  the  rail- 
ways as  have  been  selected  under  private  ownership.^  Would  they 
give  them  a  free  hand  in  selecting  their  subordinates,  in  determining 
when  and  how  new  capital  should  be  invested,  what  operating  policies 
should  be  adopted,  and  how  the  discipline  of  employees  should  be  car- 
ried out?  I  think  I  know  the  answers  to  these  questions  and  I  think 
you  know  them.  The  executive  officers  selected  almost  certainly  would 
not  be  as  able  men  as  those  who  have  been  selected  under  private  man- 
agement, and  they  almost  certainly  would  not  be  free  from  meddle- 
some interference  by  the  board  of  directors  and  especially  by  the  dis- 
trict railway  councils.  But  every  one  familiar  with  railroad  manage- 
ment, or  any  other  kind  of  business  management,  knows  that  the  best 
plans  for  the  investment  of  capital  and  for  the  operation  of  a  property, 
and  the  initiative  and  energy  necessary  for  carrying  them  out,  are  and 
can  be  furnished  by  only  a  relatively  few  men,  and  that  therefore  the 
results  gained  depend  mainly  upon  the  opportunity  and  freedom  of 
action  accorded  to  those  men.  Men  of  ideas  and  initiative  will  not  go 
into  or  stay  in  any  business  where  they  do  not  have  opportunity  to  use 
their  abilities.  The  Plumb  plan  would  speedily  drive  men  of  ability 
out  of  the  railroad  business  and  prevent  other  men  of  ability  from 
going  into  it.  The  railroad  organization  under  it  rapidly  would  be- 
come an  organization  with  a  greatly  reduced  amount  of  brains. 

As  I  have  pointed  out,  the  raising  and  wise  investment  of  adequate 
capital  is  one  of  the  principal  essentials  to  efficient  operation.  There  is 
nothing  in  the  Sims  bill,  which  has  been  introduced  in  Congress  at  the 
request  of  advocates  of  the  Plumb  plan,  which  provides,  so  far  as  I 
can  find,  for  the  raising  of  the  vast  amounts  of  new  capital  which 
must  be  invested  year  by  year  to  secure  the  rendering  of  transporta- 
tion at  the  lowest  practicable  economic  cost.  It  could  not  be  provided 
from  net  earnings,  for  the  amount  of  new  capital  required  by  the  rail- 
roads annually  has  often  in  the  past,  and  will  often  in  the  future^  ex- 
ceed their  annual  net  earnings.  Much  the  greater  part  of  the  new 
capital  would  have  to  be  raised,  if  raised  at  all,  by  the  issuance  and 
sale  of  government  bonds.  This  would  have  to  be  provided  for  by 
Congress.  Wliat  kind  of  fight  do  you  think  there  would  be  in  Con- 
gress every  year  when  the  board  of  directors  went  to  it  and  asked  it 
to  provide  for  an  issue  of  one  or  two  billions  of  dollars  in  bonds,  the 
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receipts  from  the  sale  of  which  were  to  be  spent  in  ways  about  which 
Congress  would  have  absolutely  nothing  to  say?  I  cannot  conceive 
that  Congress  would  provide  the  needed  capital,  and  therefore  I  can- 
not conceive  that  the  improvements  needed  to  secure  the  most  eco- 
nomical operation  of  the  railroads  would  be  made.  Even  if  Congress 
did  find  the  money,  it  requires  brains  as  well  as  money  to  make  ade- 
quate improvements  in  the  right  way,  and  the  necessary  brains,  for 
reasons  I  have  stated,  would  not  be  forthcoming  under  the  Plumb 
plan. 

But,  it  is  said,  great  economics  would  be  effected  by  unified  oper- 
ation. The  Director  General  of  Railroads,  !Mr.  Hincs,  speaking  from 
an  experience  which  probably  qualifies  him  to  speak  as  authoritatively 
as  anybody,  has  stated  that  practically  all  the  benefits  that  can  be  de- 
rived from  unified  operation  already  have  been  secured  under  govern- 
ment control.  I  believe  that  statement  is  correct.  I  always  did  think 
that  the  benefits  that  could  be  derived  from  unification  were  enor- 
mously exaggerated,  while  tlie  losses  it  would  cause  were  usually  min- 
imized or  disregarded ;  and  our  experience  with  government  operation 
has  confirmed  that  view.  As  I  have  already  pointed  out,  the  great* 
economies  always  have  been  obtained  by  handling  traffic  in  larger  and 
larger  units.  This  handling  of  traffic  in  large  units,  as  I  have  jDointed 
out,  has  been  obtained  partly  by  large  capital  expenditures  and  partly 
by  improved  operating  methods.  The  railroad  labor  organizations 
would  be  extremely  influential  under  the  Plumb  plan;  and  the  four 
most  powerful  labor  organizations  for  years  have  resisted  the  increas- 
ing of  trainloads.  Largely  to  defeat  the  main  effect  of  increasing  train- 
loads,  which  is  to  reduce  the  number  of  men  required  to  handle  a 
given  amount  of  traffic,  they  got  many  state  laws  passed  to  increase  the 
number  of  men  that  must  be  employed  in  a  train  crew.  Later  they 
tried  to  get  legislation  passed  to  limit  a  freight  train  arbitrarily  to  fif t}-" 
cars.  They  have  also  tried  to  get  other  measures  adopted  for  the 
purpose  of  preventing  the  railways  from  using  operating  methods  in- 
tended to  reduce  the  nmber  of  men  required  to  handle  a  given  amount 
of  traffic. 

Wages  constitute  about  60  per  cent  of  railroad  operating  expenses. 
How  are  you  going  to  reduce  the  labor  cost  of  transportation  without 
either  reducing  wages  or  increasing  the  amount  of  traffic  handled  in 
proportion  to  the  number  of  men  employed?  The  second  largest  item 
of  railroad  expenses  is  the  cost  of  fuel.  The  most  effective  way  to 
reduce  the  amount  of  fuel  consumed  in  proportion  to  the  amount  of 
traffic  handled  is  to  increase  the  size  of  the  carload  and  trainload  in 
which  traffic  is  handled.  How  are  you  going  substantially  to  reduce 
the  fuel  bill  unless  you  increase  the  size  of  the  units  in  which  traffic 
is  handled?  The  cost  of  labor  and  of  fuel  combined  constitutes  about 
80  per  cent  of  the  operating  expenses  of  the  railroads,  the  remaining 
expenses  being  incurred  chiefly  in  the  purchase  of  materials  and  sup- 
plies. How  could  any  substantial  reduction  of  operating  expenses  be 
made  under  the  Plumb  plan  or  any  other  plan  if  employees  success- 
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fully  resisted  the  adoption  of  measures  to  reduce  the  labor  bill  and 
the 'fuel  bill? 

But,  it  is  said,  under  the  Plumb  plan  the  officers  and  employees 
would  have  a  powerful  incentive  to  reduce  expenses  because  they 
would  get  one  half  of  any  surplus  that  was  earned.  I  could  give  some 
very  good  reasons  for  believing  that  no  surplus  would  be  earned.  One 
of  these  is  that  salaries  and  wages  would  be  fixed  by  a  board  com- 
posed entirely  of  representatives  of  the  officers  and  employees,  and  I 
believe  officers  and  employees  would  have  a  much  more  powerful  in- 
centive to  raise  their  salaries  and  wages,  all  of  which  would  go  to  them, 
than  to  try  to  earn  a  surplus,  only  one  half  of  which  would  go  to  them. 
Even  if  it  were  certain  there  would  be  a  surplus  to  be  divided,  I  do 
not  believe  that  would  have  any  considerable  effect  upon  efficiency. 
For  reasons  I  have  pointed  out,  there  would  not  be  as  much  brains  dis- 
tributed among  railway  officers  as  there  are  now,  and  the  best  inten- 
tions and  the  most  laborious  effort  never  have  been  and  never  will  be 
a  good  substitute  for  brains. 

As  to  the  employees,  I  do  not  believe  that  average  human  nature 
will  be  changed,  or  average  human  intelligence  very  greatly  increased 
over  night,  by  the  adoption  of  the  Plumb  plan.  Now,  the  average 
human  nature  and  the  average  human  intelligence  represented  by  rail- 
road employees  takes  the  view  today,  first,  that  no  individual  man 
is  going  to  gain  much  by  exerting  himself  especially  to  increase  rail- 
road efficiency  or  the  total  national  production,  and,  second^  that  if 
the  workers  work  especially  hard  they  may  exhaust  the  available 
supply  of  work  and  thereby  put  themselves  out  of  their  jobs. 
These  are  not  sound  economic  views,  but  they  are  the  views  that  the 
average  railroad  employee  now  takes  and  which  his  union  sedulously 
encourages  him  to  take.  It  is  the  view  that  the  average  railroad  em- 
ployee would  doubtless  continue  to  take  after  the  adoption  of  the  Plumb 
plan,  and  obviously  the  adoption  of  the  Plumb  plan  would  give  a  bet- 
ter opportunity  to  put  such  views  into  force.  Besides,  the  effectiveness 
of  manual  labor  is  dependent  chiefly  upon  the  kind  of  physical  facili- 
ties provided  for  it  to  work  with,  and  upon  the  amount  of  brain  power 
employed  in  its  direction  and  upon  the  extent  to  which  that  brain  power 
is  able  to  direct  what  the  laborer  does.  There  would  be  no  such  im- 
provements in  the  physical  facilities  of  the  railroads  under  the  Plumb 
plan  as  there  have  been  in  the  past.  The  amount  of  brains  devoted  to 
the  direction  of  railroad  labor  would  be  less  than  it  has  been  in  the 
past;  and  from  the  very  nature  of  the  Plumb  plan  it  would  be  impos- 
sible for  the  brains  of  the  railroad  business  to  exercise  such  control  over 
the  labor  employed  in  it  as  has  been  the  case  in  the  past. 

My  reasoning  may  be  wholly  incorrect,  but  if  it  is  anywhere  near 
correct  the  conclusion  necessarily  follows  that  the  adoption  of  the 
Plumb  plan  would  result  in  a  speedy,  permanent,  and  very  great  re- 
duction in  the  efficiency  of  railroad  operation.  The  private  manage- 
ment of  railroads  has  been  very  imperfect,  and  I  believe  it  is  entirely 
feasible  to  work  out  some  plan  under  which  the  brains,  the  capital,  and 
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the  manual  labor  in  the  industry  can  and  will  cooperate  in  such  a  way 
as  to  produce  much  better  results  for  all  concerned,  including  the  pub- 
lic, than  they  have  in  the  past.  But  I  believe  that  this  cooperation  nmst 
be  brought  about,  if  at  all,  first,  under  private  ownership  and  manage- 
ment, and,  second,  under  some  system  which  will  bring  those  who  fur- 
nish the  capital,  those  who  furnish  the  brains,  and  those  who  furnish 
the  labor  to  a  realization  of  the  fact  that  it  is  just  as  essential  to  the 
welfare  of  each  of  them  to  increase  tlie  amount  of  transportation  service 
rendered  in  proportion  to  the  amount  of  human  labor  used  as  it  is  to 
secure  an  equitable  division  of  the  earnings  made  in  rendering  trans- 
portation service.  Transportation  is  one  of  the  essential  factors  in 
production;  production  must  precede  the  division  of  what  is  produced 
among  those  who  produce  it ;  and  no  system  will  long  be  of  any  benefit 
to  labor  which  does  not  provide  as  adequately  for  securing  efficiency  in 
production  as  for  securing  equity  in  distribution. 

PiERPONT  V.  Davis. — The  objections  to  government  ownership  were 
succinctly  stated  by  President  Hadley,  thirty-five  years  ago,  and  the 
accumulated  experience  of  the  world  since  has  reaffirmed  the  cogency 
of  his  analysis.  The  impartial  testimony  of  the  British  expert,  Mr. 
Aeworth,  before  the  Newlands  Committee  in  1917,  is  convincing  that, 
whatever  the  theoretical  advantages  of  government  ownership  may 
be,  in  practice  democratic  governments  fail  to  secure  them. 

The  author  of  the  Plumb  plan  confesses  the  weight  and  merit  of 
the  charge  that  public  operation  does  not  promote  efficiency  and 
does  promote  habitual  carelessness  in  regard  to  expenditures.^  He 
therefore  proposes  government  ownership  mitigated  by  employee  oper- 
ation, and  seeks  popular  support  by  the  seductive  promise  that  the 
adoption  of  his  plan,  which  would  make  possible  railway  rate  reduc- 
tions, would  thereby  cut  the  high  cost  of  living.  Most  of  us  will  agree, 
I  am  sure,  that  no  considerable  reduction  in  living  costs  is  possible 
until  production  overtakes  consumption  throughout  the  world,  and  criti- 
cal students  of  the  subject  have  concluded  that  the  cost  of  transporta- 
tion bears  little  relation  to  the  price  the  consumer  pays.^ 

But  I  am  not  going  to  discuss  directly  the  effects  which  the  adop- 
tion of  the  Plumb  plan  may  have  on  the  cost  of  living.  I  wish  to  ex- 
amine the  theory  that  it  will  reduce  the  cost  of  transportation.  This 
theory  rests  on  two  primary  assumptions:  first,  that  the  utilization  of 

1  Hearings  on  Extension  of  Government  Control  of  Railroads,  Senate  Com- 
mittee on  Interstate  Commerce,  65th  Congress,  p.  996. 

2  Interesting  figures  In  this  connection  were  prepared  by  Mr.  Julius  Krutt- 
schnitt,  President  of  the  Southern  Pacific  Company,  for  Representative  Esch. 
In  1914,  the  average  value  of  freight  carried  by  the  railroads  was  $56  a  ton, 
while  the  average  cost  of  transporting  it  was  $3  a  ton.  In  1919,  the  average 
value  was  $119  a  ton,  while  the  freight  rate  was  $2.80.  Thus,  five  years  ago, 
3.6  per  cent  of  the  total  cost  was  spent  on  transportation,  while  at  the  present 
time,  only  2.4  per  cent  is  so  spent.  The  cost  of  the  commodity  per  ton  in- 
creased $63,  while  the  railroad  received  only  80  cents  more.  In  other  words, 
1.3  cents  out  of  every  dollar  of  the  increase  in  value  of  commodities  in  1919 
was  caused  by  increased  freight  rates.  The  responsibility  for  the  remaining 
98.7  cents  out  of  every  dollar  must  be  sought  elsewhere. 
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government  credit  will  permit  the  raising  of  money  at  rates  from  25 
per  cent  to  50  per  cent  lower  than  private  corporations  can  borrow 
funds;  second,  that  as  the  property  investment  accounts  of  the  rail- 
ways do  not  accurately  reflect  real  value,  fictitious  capitalization  now 
demanding  a  return  will  be  eliminated.^ 

The  transportation  bill  of  the  country  is  at  the  present  time  some- 
what in  excess  of  five  billion  dollars  a  year,  and  is  composed  of  just 
two  items:  (1)  the  charge  for  maintenance,  operation,  and  taxes;  (2) 
the  charge  for  capital. 

In  1919  the  charge  for  operation  included  three  billion  dollars  paid 
as  wages  to  labor,  and  $550,000,000  paid  as  compensation  to  capital. 
Capital  is  guaranteed  during  federal  control  some  $900,000,000  a 
year,  but  since  the  railways  failed  to  earn  this  amount  by  $450,000,000, 
the  deficiency  has  been  met  by  the  taxpayer  and  not  by  the  shipper 
and  traveller.  Since  it  is  unlikely  that  there  will  be  any  immediate 
decrease  in  the  cost  of  supplies,  and  since  there  is  certainly  no  prob- 
ability of  a  reduction  in  wages,  it  would  appear  that  any  reduction 
in  the  transportation  bill  is  to  be  accomplished  by  reducing  exclusively 
the  compensation  now  paid  to  capital. 

Let  us  consider  first  how  much  the  compensation  to  capital  can  be 
reduced  by  means  of  the  substitution  of  government  credit  for  private 
credit. 

Under  the  power  of  eminent  domain,  the  United  States  can  con- 
demn the  railroads  which  serve  as  instruments  of  interstate  commerce, 
but,  upon  condemnation,  the  owners  of  the  properties  must  receive  just 
compensation,  which  would  have  to  be  paid  in  cash  unless  the  owners 
were  willing  to  accept  something  else.  They  cannot,  for  example,  be 
compelled  to  accept  a  4  per  cent  government  bond  at  par  as  the  equiva- 
lent of  cash.  Doubtless,  many  holders  of  railroad  securities  would  be 
willing  to  exchange  for  government  bonds  bearing  a  fair  rate  of  inter- 
est, but  cash,  probably  to  the  amount  of  five  or  ten  billion  dollars, 
must  be  provided  if  demanded.  Could  the  money  be  raised,  and  if  so, 
at  what  price.'' 

The  market  for  government  bonds  is  already  glutted.  The  Federal 
Reserve  Board  has  recently  estimated  that  of  the  loans  placed  during 
the  war  from  six  to  eight  billions  still  remain  undigested  by  investors. 
Certain  Liberty  issues  having  some  tax  exemptions  are  now  selling  to 
yield  over  5.15  per  cent.  As  a  practical  matter,  I  believe  it  would  be 
impossible  for  the  government  under  existing  conditions,  to  sell  a 
great  volume  of  its  long  term  bonds  on  better  than  a  5^  per  cent 
basis.  Of  course,  a  tax-free  bond  could  be  sold  at  a  much  lower  rate, 
but  further  issues  of  tax-free  bonds  are  contrary  to  the  interests  and, 
I  believe,  the  desire  of  the  country.  Because  railroad  securities  lie  at 
the  heart  of  the  credit  fabric  of  the  country,  I  am  convinced  that,  un- 
less the  just  compensation  paid  the  owners  of  railroads  is  far  greater 
than  Mr.  Plumb  is  disposed  to  grant,  it  would  be  impossible  for  the 
government  to  sell  its  bonds  in  quantity  at  any  price. 

3  Hearings  on  Extension  of  Government  Control  of  Railroads,  Senate  Com- 
mittee on  Interstate  Commerce,  65th  Congress,  p.  1013. 
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Assuming,  for  the  moment,  that  tlie  cost  of  acquiring  the  railroads 
equals  their  present  book  value, — namely,  $18,500,000,000, — interest 
at  51/0  per  cent  calls  for  $1,017,500,000,  which  is  more  than  $100,000,- 

000  in  excess  of  the  standard   return  })ayable  during  federal  control. 
But  Mr.   Plumb  says  he  believes   the  roads  are  worth  only  ten  or 

twelve  billion  dollars.  Assuming  that  he  is  right  and  the  purchase 
price  is  twelve  billions,  $660,000,000  would  be  the  yearly  interest 
charge  at  5I/2  per  cent,  to  which  we  must  add  $120,000,000  for  the 

1  per  cent  sinlcing  fund  contemplated  in  this  plan, — a  total  of  $780,- 
000,000,  compared  with  the  standard  return  of  $900,000,000.  But 
since  the  roads  are  showing  a  net  operating  income  of  only  $550,000,- 
000,  even  the  adoption  of  the  Plumb  plan  would  not  obviate  the  ne- 
cessity for  an  increase  in  rates. 

Unless  the  railroads  can  be  acquired  for  some  amount  far  less  than 
their  capitalization,  there  will  be  little,  if  any,  savings  as  a  result  of 
the  substitution  of  government  credit  for  private  credit,  and  one  major 
hypothesis  of  the  Plumb  plan  breaks  down. 

Even  if  much  greater  savings  could  be  demonstrated,  the  wisdom  of 
calling  upon  government  credit  is  extremely  questionable.  "We  must 
remember,"  I  quote  from  Hon.  Paul  M.  Warburg,  "that  the  excessive 
use  of  the  government's  credit  tends  to  increase  the  rate  at  which  a 
government  borrows.  With  us  it  would  not  only  affect  the  rate  of  the 
government  bonds  to  be  issued  in  refinancing  the  outstanding  railroad 
securities,  but  it  would  add  to  the  rate  to  be  paid  by  our  government 
when  some  of  our  Liberty  Loans  in  due  course  will  mature  and  come 
up  for  renewal."'* 

I  now  come  to  the  consideration  of  the  possibility  of  reducing  the 
charge  for  capital  by  eliminating  "water"  in  railway  capitalization. 
Here,  Mr.  Plumb  assures  us,  huge  savings  can  be  secured  since,  he 
avers,  there  is  at  least  eight  billion  dollars  of  "water"  in  railroad  se- 
curities which  can  be  expunged.^  But  Mr.  Timothy  Shea,  head  of  one 
of  the  .great  Brotherhoods,  in  a  recent  address,  apparently  foresees  an 
obstacle  to  the  easy  confiscation  of  other  people's  money.     He  said :° 

Justice  must  be  done  to  those  who  represent  capital  invested  in  the  trans- 
portation industry.  .  .  .  There  should  be  no  confiscation  of  investment  values, 
or  rigid  adherence  to  any  theory  of  valuation  which,  while  logically  correct, 
would  result  in  loss  and  injustice.  .  .  .  The  labor  organizations  in  putting 
forth  the  so-called  Plumb  plan,  have  been  accused  of  attempting  to  confiscate 
the  property  of  innocent  persons  without  due  process  of  law  by  failing  to  dis- 
tinguish between  those  who  have  been  responsible  for  improper  methods  of 
railroad  finance  and  the  holders  of  securities  which  have  been  improperly  is- 
sued as  a  result  of  those  methods.     Nothing  could  be  farther  from  the  truth. 

Taken  at  its  face  value,  this  statement  might  be  interpreted  as  a  bid 
to  attract  the  support  of  investors  for  the  Plumb  plan.  Perhaps  there 
is  no  real  difference  between  the  views  of  Mr.  Shea  and  Mr.  Plumb; 
but  I   am  reminded  of  Lord  Salisbury's  criticism  of  the  socialists — 

*  Address  before  New  York  Chamber  of  Commerce,  Feb,  6,  1919. 

5  Hearings  before  House  Committee  on  H.  B.  4378,  pp.  638,  639. 

6  Before  Academy  of  Political  Science,  New  York,  Nov.  21,  1919. 
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"Where  they  are  precise  they  are  not  agreed,  and  where  they  are 
agreed  they  are  not  precise." 

Whether  the  present  depressed  market  values  led  Mr.  Plumb  to  the 
assumption  that  there  is  eight  billions  of  "water"  in  railway  capitali- 
zation, I  do  not  know;  however,  it  is  absurd  to  claim  that  the  present 
market  value  of  railway  stocks  and  bonds  is  any  index  to  the  real  value 
of  the  properties. 

Since  it  is  essential  for  the  Plumb  plan  to  demonstrate  that  great 
savings  can  be  made,  it  is  obviously  necessary  that  its  author  shall 
construct  a  theory  of  valuation  which  will  eliminate  as  many  elements 
of  value  as  possible,  without  regard  to  the  rights  of  investors  or  its 
effect  on  the  credit  fabric  of  the  country  or  judicial  decisions  to  the 
contrary. 

This  ingenious  theory  proceeds  as  follows:  since  a  railroad  corpora- 
tion exercises  delegated  governmental  functions  and  takes  all  of  its 
rights,  powers,  and  privileges  subject  to  the  limitations  imposed  under 
the  laws  under  which  it  is  created,  such  corporation  cannot  claim 
against  the  public,  its  grantor,  any  rights,  properties,  and  franchises 
not  expressly  conferred  by  its  charter,  or  the  laws  under  which  it 
operates. '^ 

The  practical  application  of  this  theory  of  valuation  is  to  deny  to 
railway  corporations  any  compensation  for  (1)  properties  acquired 
through  the  application  of  surplus  earnings,  and  (2)  increases  in  the 
value  of  lands  or  other  property  owned. 

But  it  has  been  established  judicially  that  original  cost  and  present 
value  are  not  equivalent  terms,^  and  in  the  Minnesota  Rate  Cases,  the 
Supreme  Court  said,  "The  property  is  held  under  private  ownership 
and  it  is  that  property  and  not  the  original  cost  of  it  of  which  the 
owner  may  not  be  deprived  without  due  process  of  law."  The  Court 
further  said  that  the  corporation  is  entitled  to  "a  fair  return  upon  a 
reasonable  value  of  the  property  at  the  time  it  is  being  used  for  the 
public"  and  that  "in  ascertaining  the  present  value  we  are  not  limited 
to  the  consideration  of  the  amount  of  the  actual  investment."^ 

Possibly  fearing  that  his  theory  of  valuation  could  not  stand  the 
test  of  the  courts,  Mr.  Plumb  asserts  that  even  present  value  is  far 
less  than  the  value  set  up  on  the  books  of  the  carriers.  He  testified 
that  "the  five  companies  on  which  final  reports  have  been  made  and 
approved  show  an  actual  cost  of  reconstruction  new  of  a  little  less  than 
50  per  cent  of  the  total  property  investment  of  those  five  roads. "^"^ 

The  annual  report  of  the  Interstate  Commerce  Commission  dated 
December  1,  1919,  states  that  fifty-three  tentative  valuations  have  been 
served,  and  final  rejjorts  published  as  to  three  carriers ;  but  there  has 
not  been  fixed  a  single  sum  as  the  final  value  of  the  common  carrier 

7  Hearings  before  House  Committee  on  H.  B.  4^78,  p.  605. 

8  National  Water  Works  Co.,  v.  K.  C,  62  Fed.  853. 

9  Minnesota  Rate  Cases,  230  U.  S.  352,  p.  454. 

10  Hearings,  House  Committee  on  Interstate  Commerce,  on  H.  R.  4S78,  p. 
691. 
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property  of  any  of  these  companies. ^^  What  we  have  now  are  merely 
inventories,  or  reports,  made  by  the  engineering,  land,  and  accounting 
sections  of  the  Commission,  of  things  that  are  to  be  taken  into  consid- 
eration in  determining  value. 

Elements  of  value  which  have  not  been  reported  include  cash  on 
hand,  securities  owned,  materials  and  supplies,  as  well  as  "going- 
concern  value."  In  connection  with  this  latter  element,  the  Supreme 
Court  has  said:  "That  there  is  an  clement  of  value  in  an  assembled 
and  established  plant,  doing  business  and  earning  money,  over  one 
not  thus  advanced,  is  self-evident.  This  element  of  value  is  a  prop- 
erty right,  and  should  be  considered  in  determining  the  value  of  the 
property,  upon  which  the  owner  has  a  right  to  make  a  fair  return  when 
the  same  is  privately  owned  although  dedicated  to  public  use."^^ 

Bearing  in  mind  that  these  tentative  valuations  omit  many  elements 
that  will,  it  seems  to  me,  assuredly  be  incorporated  when  the  Com- 
mission fixes  a  single  sum  as  the  final  value,  what  do  they  disclose  ?^^ 

They  have  been  made  in  respect  to  25,734?  miles  of  road,  or  a  little 
less  than  10  per  cent  of  the  existing  mileage  of  the  country.  Forty-two 
of  these  fifty-six  carriers  are  less  than  100  miles  long.  Only  three  are 
more  than  2000  miles  in  length.  It  may,  therefore,  be  claimed  that  the 
evidence  is  too  incomplete  to  be  indicative  of  the  real  truth,  but  since 
Mr.  Plumb  has  appealed  to  five  roads  to  support  his  contention  of  a 
50  per  cent  overcapitalization,  I  am  appealing  to  fifty-six  roads  to 
>refute  him.  Of  the  roads  tentatively  valued,  the  cost  of  reproduction 
new  of  19,500  miles,  or  75  per  cent  of  the  carriers  so  far  reported 
upon,  is  $178,000,000  in  excess  of  the  aggregate  book  costs, — and  the 
book  costs,  it  should  be  remembered,  are  always  greater  than  the  out- 
standing capitalization.  Included  among  these  roads  are  three  im- 
portant systems:  one  located  in  the  East,  one  in  the  South,  and  one  in 
the  West. 

The  figures  for  the  Boston  &  Maine  show  that  the  cost  of  reproduc- 
tion new  of  the  properties  embraced  in  its  system  is  $67,000,000  in 

11  In  addition  tentative  valuations  have  been  made  of  three  other  carriers 
and  the  figures  published  in  part.  These  valuations,  however,  have  not  been 
oflBcially  "served." 

12  Des  Moines  Gas  Co.  v.  Des  Moines,  238  U.  S.  153,  165.  Denver  v.  Denver 
Union   Water  Co.,  246  U.  S.  178,  192. 

13  Following:  is  a  summary  of  the  results  so  far  reported  by  the  Bureau  of 
Valuation  of  the  Interstate  Commerce  Commission, 

1.  Carriers  Having  a  Cost  of  Reproduction  New  in  Excess  of  the  Invest- 
ment Account: 

Cost  of  Reproduction        Investment         Excess  of  Reproduction 
Mileage  New  Account      Cost  over  Investment  Account 

19,673  $868,625,080  $690,497,142  $178,137,938 

2.  Carriers  Having  an  Investment  Account  in  Excess  of  Cost  of  Reproduc- 
tion New: 

Cost  of  Reproduction        Investment        Reproduction  Cost  Under 
Mileage  New  Account  Investment  Account 

6,060  $222,145,808  $45'4,452,405  $233,306,497 
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excess  of  the  par  value  of  the  capitalization.  The  Central  of  Georgia's 
cost  of  reproduction  is  given  as  $88,000,000 ;  the  investment  account, 
.$61;000,000.  The  Chicago,  Rock  Island  &  Pacific  Railway  is  reported 
to  have  a  cost  new  of  $410,000,000  as  of  the  valuation  date,  June  30, 
1915.  Since  that  time  additions  and  betterments  exceeding  $17,000,- 
000  have  been  made.  As  the  present  securities  outstanding  equal 
$3'i5,000,000  in  par  value,  the  Rock  Island  is  undercapitalized  to  the 
extent  of  $82,000,000. 

These  valuations,  as  I  have  already  reminded  you,  do  not  include 
many  elements  of  value  which  will  add  further  considerable  sums. 

Now,  turning  attention  to  the  carriers  alleged  to  be  overcapital- 
ized,— which  embrace  about  6000  miles  of  road,  or  only  25  per  cent 
of  the  total  mileage  tentatively  valued, — here  an  excess  of  book  cost 
over  cost  of  reproduction  new  is  reported,  amounting  to  $232,000,000, 
and  it  was  in  this  list  that  Mr.  Plumb  found  his  horrible  examples. 
No  one,  so  far  as  I  am  aware^  has  asserted  that  all  the  railroads  are 
worth  what  they  are  capitalized  for,  and  I  am  ready  to  admit  that  cer- 
tain of  these  carriers  are  somewhat  overcapitalized,  but  not  to  the 
extent  of  $232,000,000  or  anything  approaching  that  sum. 

The  Western  Pacific  is  given  as  having  a  cost  of  reproduction  new 
of  $58,779,833  and  a  book  cost  of  $156,318,136.  In  this  single  rail- 
road, half  of  the  alleged  "water"  is  found.  But  the  statement  is  made 
on  good  authority  that  the  Commission  has  revised  its  original  findings 
and  now  reports  a  figure  for  cost  of  reproduction  which,  together  with 
subsequent  capital  expenditures,  exceeds  $90,000,000.  In  the  mean- 
time, the  Western  Pacific  has  been  reorganized  and  today  its  capitali- 
zation is  $95,000,000.  Other  elements  of  value,  not  here  considered, 
are  very  large,  including  $12,000,000  of  cash.  Thus,  instead  of  being 
overcapitalized  by  about  $100,000,000,  this  railroad  is  undercapital- 
ized.    Many  other  valuations  when  analyzed  show  similar  results. 

Judging  by  the  evidence  which  the  Commission  has  accumulated  to 
date,  I  believe  the  conclusion  is  fully  warranted  that  the  railroads  are 
not  overcapitalized.  Therefore,  the  further  conclusion  is  also  justi- 
fied that,  in  the  event  of  government  ownership,  the  amount  of  just 
compensation  payable  to  the  owners  of  the  railway  properties  in  the 
United  States  would  be,  not  ten  or  twelve  billions,  but  eighteen  or 
twenty  billion  dollars. 

It  seems  probable  that  realization  of  this  truth  prompted  the  fol- 
lowing statement  in  the  1919  report  of  the  Valuation  Committee  of 
the  National  Association  of  Railway  and  Utilities  Commissioners: 
"All  advocates  of  the  Plumb  Plan  or  any  other  form  of  government 
ownership  recognizes  that  the  value  of  the  properties  must  be  ascer- 
tained, and  a  large  number  of  people  will  reserve  judgment  as  to  the 
wisdom  of  government  ownership  until  something  is  known  relative 
to  the  amount  of  money  which  it  will  take  to  purchase  the  properties." 
After  all,  Mr.  Plumb  cannot  be  expected  to  take  a  dispassionate 
view  of  the  railways.    He  has  set  out  to  buy  the  properties  as  cheaply 
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as  possible  and  one  must  expect  ex  parte  arguments.     In  one  of  his 
recent  addresses  he  is  reported  to  have  said:^* 

We  have  now  in  the  liabilities  of  our  railroad  companies  the  indeljteclness  in- 
curred generations  ago.  Therefore,  the  money  expended  for  rails,  ties,  and 
equipment  in  the  days  of  our  grandfathers  and  long  since  passed  out  of  ex- 
istence, still  demands  its  return  in  the  present  rates.  Today,  we  are  still  pay- 
ing for  the  use  of  loeomotives  long  sinee  sent  to  the  scrap  lieap.  VVe  are  pay- 
ing returns  on  the  shades  of  ties  that  have  been  ashes  for  generations.  Rails 
that  have  been  replaced  half  a  dozen  times  still  demand  from  us  the  earnings 
paid  by  our  ancestors.  The  property  investment  account  of  these  railroads  is 
nothing  but  a  whitcd  sepulchre  full  of  corruption  and  dead  men's  bones. 

This  charge  is  so  baseless  that  it  would  not  seem  worth  while  to 
reply  to  it  except  that  it  constitutes  a  part  of  Mr.  Plumb's  propaganda 
against  the  values  of  railway  properties.  Under  the  accounting  rules 
of  the  Interstate  Commerce  Commission^  when  an  eighty-pound  rail  is 
worn  out  and  is  replaced  by  a  rail  of  like  weight,  the  cost  of  the  rail 
is  charged  to  operating  expenses, — that  is,  it  is  paid  for  by  the  people 
in  whose  service  it  was  worn  out.  Where  a  hundred-pound  rail  is  put 
in  the  track  in  place  of  an  eighty-pound  rail,  the  carrier  is  compelled 
to  capitalize  the  excess, — which  amount  is  properly  added  to  the  prop- 
erty investment  account,  since  it  is  obvious  that  a  track  laid  with  hun- 
dred-pound rail  is  worth  more  than  one  laid  with  eighty-pound. 

Scientific  accuracy  in  setting  ujd  charges  for  depreciation  is  impos- 
sible, but  railroad  managers  know  fairly  well  what  the  average  life  of 
a  locomotive,  for  example,  will  be,  as  well  as  what  its  scrap  value  will 
be  when  it  is  no  longer  fit  to  run.  The  difference  between  the  original 
cost  and  the  scrap  value  is  spread  over  the  estimated  life  of  the  loco- 
motive and  the  annual  cliarge  against  operating  expenses  for  that  pur- 
pose appear  in  the  account  known  as  "accrued  depreciation."^^ 

Promises  are  easy  to  make  and  hard  to  fulfill.  The  American  peo- 
ple have  good  reason  to  be  wary  of  accepting  Mr.  Plumb's  promises 
at  their  face  value.  The  authors  of  the  purchase  of  the  railroads  of 
Switzerland  promised  reductions  in  rates  and  estimated  that  the  profits 
from  the  expected  economies  would  suffice  to  extinguish  the  debt  in 
sixt}''  years.  Instead,  rates  have  advanced  and  the  debt,  instead  of 
diminishing,  has  in  the  twenty  years  that  have  elapsed  sinca  the  pur- 
chase, increased  by  more  than  30  per  cent.  The  Plumb  plan  holds 
forth  the  same  rosy  expectations  of  greater  efficiency,  cheaper  trans- 
portation rates,  diminished  capital  charge.  These  desiderata  have 
never  yet  been  the  fruits  of  public  operation  of  railways  in  any  part 
of  the  world.  In  no  other  country  are  railways  of  the  commanding 
importance  they  are  in  the  United  States.  Under  private  ownership 
they  have  been,  by  and  large,  good  and  faithful  servants  of  the  people. 
To  transfer  these  properties  to  the  government  is  to  transfer  them  to 
an  agent  who,  judged  by  the  unchanging  behavior  of  human  nature, 

■iiRailwaij  Age,  Nov.  19,  1919,  p.  708. 

15  The  1917  report  of  the  Interstate  Commerce  Commission  shows  that  $734,- 
000,000  has  been  charged  out  for  accrued  depreciation,  and  since  the  carriers 
have  been  under  the  control  of  the  Government,  the  Railroad  Administration 
has  credited  them  with  a  further  $306,000,000  for  the  same  purpose. 
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is  not  competent  to  assume  such  administrative  duties.  It  is,  in  brief, 
to  take  from  the  man  of  ten  talents  and  give  to  him  that  hath  one  talent. 
I  solemnly  believe  the  practical  results  of  the  experiment  could  not 
fail  to  be  disastrous  to  the  welfare  of  the  people  and  the  government 
itself. 

J.  M.  Clark. — It  may  have  occurred  to  some  that  the  preceding 
speaker  is  criticising  things  which  are  not  included  in  the  Sims  bill, 
since  that  bill  does  not  specify  any  definite  valuation  or  rate  of  inter- 
est, but  leaves  the  rate  of  interest  to  the  Secretary  of  the  Treasury 
and  the  valuation  to  a  board  consisting  chiefly  of  the  Interstate  Com- 
merce Commission,  subject  to  review  by  the  courts.  Is  it  pertinent, 
then,  to  criticise  the  plan  or  grounds  of  an  unfair  valuation  and  an  im- 
possibly low  rate  of  interest?  The  key  to  this  question  has  been  fur- 
nished by  Mr.  Plumb  himself  in  taking  the  ground  that  the  "Plumb 
plan"  consists  of  the  whole  movement  in  which  the  Sims  bill  is  merely 
a  first  approximation,  a  basis  for  discussion,  and  an  efi'ective  vehicle 
of  publicity  for  an  idea.  What  we  have  to  discuss  is  the  bill  in  con- 
nection with  the  propaganda.  And  if  the  propaganda  makes  claims  of 
financial  savings  which  the  bill  does  not  substantiate,  and  cannot  sub- 
stantiate because  of  economic  forces  and  constitutional  limitations, 
that  fact  is  very  pertinent  to  our  judgment  of  the  movement  for 
which  the  Sims  bill  serves  as  a  focus. 

I  have  been  asked  to  discuss  this  plan  as  an  organ  for  the  control 
of  industry  by  the  workers.  Yesterday  afternoon  this  Association  dis- 
cussed various  forms  of  labor  participation  in  management.  Today 
we  discuss  a  project  which  is  in  many  fundamental  ways  the  antith- 
esis of  those  we  studied  in  yesterday's  meeting.  They  were  plans 
initiated  by  the  management:  this  plan  is  initiated  by  a  representative 
of  labor  and  sponsored  by  labor  organizations.  The  one  type  of  plan 
represents  what  managers  think  industry  needs  to  improve  its  health 
and  its  morale,  and  in  particular  to  reduce  the  causes  of  labor  unrest. 
The  other  represents  what  labor  wants,  so  far  as  that  can  be  inferred 
from  the  fact  that  labor  supports  the  program.  The  contrast  is  in- 
structive. 

The  one  type  of  plan  is  thoroughly  evolutionary:  the  other  is  revo- 
lutionary in  the  sense  of  discarding  existing  organizations  and  entrust- 
ing their  powers  and  duties  to  new  bodies  under  a  plan  worked  out 
de  novo.  In  the  one  case  the  existing  management  shares  its  functions 
with  new  representative  committees  in  such  fashion  that  these  commit- 
tees get  power  only  as  they  develop  the  will  and  the  capacity  to  use  it, 
meanwhile  preserving  the  continuity  of  the  managerial  responsibility 
so  that  the  business  goes  on  whatever  happens  to  the  experimental 
parts  of  the  new  industrial  state.  It  is  a  readjustment  between  the 
parties  now  engaged  in  running  industry,  the  terms  of  Avhich  they 
work  out  as  they  go  along,  and  one  of  the  most  characteristic  things 
shout  it  is  the  part  played  by  groups  that  have  no  definite  grant  of 
power.     The  Plumb  plan,  on  the  other  hand,  invites  the  management 
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to  step  out  or  to  stay  in  with  the  status  of  employees  having  only  a 
minority  voice  in  the  management;  puts  the  new  experimental  organs 
of  labor  representation  in  the  ultimate  seat  of  authority,  and  stakes 
the  fortune  of  the  industry  on  their  success.  The  one  is  an  evolving 
constitution  for  industry;  the  other  is  an  invented  constitution. 

The  invented  constitution  is  a  rare  type.  The  United  States  enjoys 
a  written  constitution,  but  it  does  not  represent  a  frame  of  government 
invented  at  one  time.  The  rights  and  liberties  it  records  and  safe- 
guards are  the  traditional  rights  and  liberties  of  Englishmen,  worked 
out  under  centuries  of  struggle  and  achievement  under  the  evolving 
type  of  constitution.  These  were  political  rights  and  liberties,  and 
the  corresponding  industrial  rights  and  liberties  have  not  yet  gone 
through  this  process  of  evolutionary  growth  and  achievement.  They 
are  still  to  be  worked  out  and  defined  by  exercise,  and  the  capacities 
and  habits  of  self-government  are  still  to  be  developed  and  tested. 
The  present  stage  of  the  evolving  form  of  industrial  government  is 
much  like  a  constitution  granted  at  the  will  of  a  monarch;  it  does  not 
grant  full  democracy,  but  it  is  an  entering  Avedge,  which  it  might  not 
be  safe  to  drive  home  at  one  blow. 

Each  type  of  plan  would  keep  the  active  managing  responsibility 
centralized  in  the  executive  officers,  but  the  Plumb  plan  puts  the  rep- 
resentatives of  labor  above  the  executives,  helping  to  choose  them,  and 
does  not  provide  for  direct  participation  by  labor  in  the  solving  of 
executive  problems.  Such  participation  might  result  from  putting  labor 
representatives  on  the  boards  of  directors,  but  it  is  not  definitely  pro- 
vided for.  The  other  type  of  plan  gives  labor  managerial  work  to  do, 
but  preserves  the  independence  of  the  managing  officers.  The  owner 
of  the  property  also  retains  the  ultimate  control  of  his  property,  and, 
as  one  of  the  speakers  yesterday  said,  can  go  on  strike  at  any  time; 
while  under  the  Plumb  plan  the  owner  of  the  property  (now  the  gov- 
ernment) gives  a  lease  and  keeps  only  a  minority  representation, 
while  the  lease  can  be  cancelled  only  if  its  terms  are  specifically  vio- 
lated. The  employees,  official  and  classified,  hold  between  them  ma- 
jority control  of  a  property  in  which  they  do  not  own  even  the  ordi- 
nary common  stockholder's  margin  of  equity. 

A  still  more  instructive  contrast  may  be  found  in  the  specific  pur- 
poses the  plans  are  aimed  to  serve,  so  far  as  we  can  read  them.  The 
monotony  and  mechanical  automatism  of  factory  labor,  which  drive 
men  to  seek  to  touch  substitute  springs  of  interest  and  to  give  the 
cramped  personality  some  other  chance  for  industrial  self-expression, — 
these  play  little  or  no  part  in  railroading.  A  share  and  an  interest 
in  the  shaping  of  price  policy  is  not  here  an  issue;  that  is  left  in  the 
hands  of  the  Interstate  Commerce  Commission.  Finance,  in  the  sense 
of  raising  capital,  is  relegated  to  the  central  and  local  governments. 
Apparently,  labor  is  moved  by  no  overwhelming  desire  to  share  the 
industrial  function  of  furnishing  productive  equipment.  Sales  pro- 
motion might  or  might  not  figure  largely.  There  remain  as  possible 
motives  the  desire  for  a  creative  share  in  production  policy,  the  desire 
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for  a  share  in  the  profits  as  a  means  of  giving  effect  to  the  laborer's 
interest  in  production,  and  the  simple  desire  for  larger  income  for  its 
own  sake.  Mr.  Plumb  has  said  that  labor  wants  the  plan  because  it 
is  in  harmony  with  American  institutions,  and  that  is  probably  the 
case.  But  it  is  also  true  that  labor  wants  the  plan  because  it  has  been 
told  that  it  will  solve  the  endless  futile  spiral  of  rising  wages  and  ris- 
ing costs  of  living  and  give  at  the  same  time  lower  freight  rates  and 
higher  earnings  to  labor.  This  result  is  to  come,  primarily,  by  ab- 
sorbing to  labor  the  margin  of  profit  that  now  goes  to  private  enter- 
prise and,  secondarily,  by  increased  efficiency.  Which  of  these  mo- 
tives is  the  most  important.'' 

Such  a  question  is  difficult  to  answer,  but  it  is  my  impression,  from 
what  I  have  seen  of  the  Plumb  plan  literature,  that  the  desire  for 
financial  gains  is  uppermost  and  that  increased  efficiency  and  indus- 
trial democracy  are  not  so  much  independent  objects  of  the  movement 
as  arguments  by  which  to  justify  the  absorbing  of  the  profits.  This 
is  perfectly  natural  and  legitimate.  It  means  simply  that  labor's  mo- 
tives are  like  those  of  the  business  man.  What  he  typically  wants  is 
to  make  money,  and  efficiency  is  a  means  to  that  end.  The  issue 
comes  down,  then,  to  a  comparison  of  the  two  systems  from  the  point 
of  view  of  the  likelihood  of  making  good  the  hojpe  of  profits,  and  the 
relative  effectiveness  of  the  machinery  for  harnessing  the  desire  for 
gain  so  that  it  shall  be  pursued  by  means  of  service  rather  than  by 
means  of  graft  or  exploitation,  assuming  that  the  motives  and  tempta- 
tions we  have  to  deal  with  are  substantially  the  same  in  either  case. 

When  the  business  man  offers  the  public  a  service  in  exchange  for 
profits,  he  submits  to  a  continuous  competitive  test  and  takes  chances 
of  loss  in  case  he  does  not  make  good  his  pretensions.  I  do  not  see 
that  labor  in  this  plan  submits  to  any  corresponding  test  or  takes  any 
corresponding  chances.  Its  claim  of  efficiency  has  merely  to  be  made 
sufficiently  convincing  in  advance  to  get  the  votes  needed  to  pass 
the  law,  after  which  it  will  be  well-nigh  impossible  to  draw  back.  The 
private  manager,  on  the  other  hand,  must  continue  to  make  good  in 
the  face  of  a  test  that  acts  all  the  time  and  not  merely  at  election  time. 
The  test  consists  of  railroad  competition,  market  competition,  and  the 
readiness  of  rival  interests  to  collect  sufficient  stocks  or  proxies  to 
oust  him  from  control.  If  another  strong  financial  interest  thinks  it 
can  make  the  stock  worth  more  than  it  is  worth  under  the  existing 
management,  it  outbids  the  market  for  it  and  control  changes  hands 
without  needing  an  act  of  Congress.  Under  the  Plumb  plan,  directors 
are  elected  for  a  ten-year  term,  or  five  years  in  the  case  of  the  regional 
boards,  and  stand  for  reelection  in  rotation  so  that  it  takes  five  or  ten 
years,  as  the  case  may  be,  to  change  the  whole  board.  Added  to 
this  is  the  power  of  recall.  This  machinery  is  distinctly  less  mobile 
than  the  corresponding  machinery  in  a  private  corporation.  Moreover, 
the  remnants  of  railroad  competition  are  a  potent  force  to  set  limits 
on  corruption  and  inefficiency,  and  these  the  Plumb  plan  would  abolish. 

Another   serious   question   arises   out   of  the    fact   that  salaries   and 
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wages  are  to  be  fixed  by  the  emploj'ces^  sitting  in  a  joint  board  of 
which  one  half  represents  wage  earners  and  one  half  salaried  oflieials. 
Even  the  rate-making  power  of  the  Interstate  Commerce  Commission, 
under  the  rule  just  announced  by  Mr.  Plumb/  would  be  forced  to  ac- 
cept the  costs  of  operation  including  wages  and  salaries  as  fixed  by  this 
board.  In  predicting  how  this  board  will  work  there  is  one  simjjle 
arithmetical  principle  of  much  importance.  Suppose  there  is  a  margin 
that  can  be  used  either  to  increase  wages  and  salaries  or  to  declare 
profits.  Out  of  any  sum  that  goes  to  wages  and  salaries  the  employees 
get  the  whole;  out  of  any  amount  that  goes  to  profit  they  get  half. 
My  arithmetical  studies  were  before  the  days  of  the  present  popularity 
of  non-Euclidean  mathematics  or  the  unsettling  revelations  of  Einstein 
as  to  the  unreliability  of  ordinary  ideas  of  size,  but  I  distinctly  recol- 
lect that  the  whole  of  anything  was  considered  greater  than  any  of 
its  parts. 

We  must  remember  that  this  same  mathematical  principle  applies 
also  to  private  management,  whenever  an  official  or  director  has  per- 
sonal dealings  with  his  own  corporation.  Mr.  Plumb  rightly  objects 
to  the  practice  of  railroad  managers  holding  stock  in  companies  pro- 
ducing railroad  supplies  and  equipment."  It  may  be  pointed  out,  how- 
ever, that  this  abuse  is  equally  possible  under  the  Plumb  plan;  that 
existing  laws  are  already  attacking  it  and  that  the  Plumb  plan  adds 
no  further  safeguards ;  while  it  extends  the  same  opportunity,  with 
full  official  sanction  and  no  safeguards  at  all,  to  the  whole  field  of 
wages  and  salaries,  v/hich  bulk  vastly  larger  than  the  purchase  of  sup- 
plies, great  as  that  business  is.  Moreover,  in  the  private  corporation 
there  is  always  one  interest  which  can  gain  only  through  its  share  in 
the  profits,  namely,  that  of  the  stockholder  who  is  not  a  director  or 
managing  official.  His  pocketbook  urges  him  to  prevent  this  type  of 
exploitation  by  all  means  in  his  power.  Under  the  Plumb  plan  there  is 
nobody  in  this  position  except  the  voters  of  the  country  at  large,  whose 
interest  is  too  dilute  and  whose  voice  is  too  indirect  to  guarantee  the 
bringing  of  effective  pressure  as  compared  with  the  pressure,  im- 
perfect though  it  may  be,  which  private  stockholders  can  exert.  This 
weakness  is  inherent  in  the  situation  apart  from  the  fact  that  in  the 
present  draft  of  the  plan  the  public  is  not  even  represented  on  the 
wage  and  salary  boards. 

The  fundamental  governing  body  is  the  tripartite  board  of  directors, 
on  which  the  three  interests  which  Mr.  Plumb  has  named  are  unevenly 
represented.  Property  and  the  public  between  them  have  one  third 
and  employees,  divided  into  official  and  classified,  have  two  thirds.  In 
the  regional  boards  the  public  has  no  direct  representation,  but  one 
third  of  the  members  of  these  boards  are  chosen  by  the  central  board. 
In  this  scheme  there  are  only  two  independent  constituencies,  labor 

1  This  rule  is  not  contained  in  the  Sims  bill,  which  merely  perpetuates  the 
present  powers  of  the  commission. 

2  This  paragraph,  and  the  preceding  one,  were  not  in  the  original  discussion, 
but  are  inserted  under  "leave  to  print."  Mr.  Plumb  introduced  this  point  in 
his  final  summing  up  at  the  end  of  the  discussions. 
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and  the  public.  The  managing  officials  are  chosen  by  the  board  on 
which  their  representatives  sit.  Whom  will  they  represent.^  Will  they 
act  in  common  with  the  classified  employees?  If  so,  the  plan  might 
merely  substitute  a  new  form  of  class  exploitation  for  the  old,  with  a 
dilferent  exploiting  class  and  less  effective  safeguards.  I  have  been 
assured  by  some  that  the  two  groups  would  find  their  interests  in 
common  and  act  accordingly.  No  one  can  prophesy  with  any  cer- 
tainty, but  as  long  as  there  is  any  considerable  probability  that  it 
would  work  in  this  way,  it  is  hardly  wise  to  stake  the  future  of  the 
entire  railroad  industry  on  the  outcome. 

In  conclusion,  the  plan  has  two  unfortunate  features:  first,  it  is 
plunge,  and  second,  it  is  bound  up  with  mistaken  hopes  of  big  gains 
that  have  about  them  the  color  of  "something  for  nothing."  As  to  the 
first  feature,  the  logic  of  the  situation  justifies  a  plunge  if  conditions 
are  so  intolerable  that  we  have  not  much  to  lose.  The  case  of  our  rail- 
roads is  not  yet  as  bad  as  that.  We  have  a  pretty  efficient  railroad 
system,  and  while  troubles  will  always  be  with  us  and  we  shall  never 
solve  them,  we  shall  keep  on  wrestling  with  them  and  forcing  them 
from  one  shape  into  another.  Despite  all  abuses,  we  have  a  great 
deal  to  lose,  and  it  is  far  safer  as  a  first  step  to  adopt  some  plan  for 
minority  representation  of  labor  rather  than  to  jump  at  once  to  a 
complete  system  of  government  ownership  and  employees'  operation. 

I  am  a  conservative  individualist.  I  think  laborers  ought  to  own 
and  manage  their  own  industries  as  soon  and  to  as  great  an  extent  as 
they  develop  the  interest  and  the  capacity  for  so  doing,  and  I  think 
we  should  try  experiments  in  this  direction  without  delay.  I  should, 
however,  be  slow  to  agree  that  our  goal  should  be  a  system  under 
which  employees  control  property  which  they  do  not  own  and  toward 
which  they  have  furnished  none  of  the  funds.  A  workable  constitu- 
tion for  industry  must  be  an  achievement,  not  a  gift.  The  situation 
calls  for  experiments,  not  plunges. 

As  for  the  rosy  financial  predictions  which  play  such  a  large  part  in 
the  propaganda  for  this  plan,  they  disappear  upon  analysis.  There  is 
no  reason  to  suppose  that  the  valuation  under  the  Plumb  plan  would 
be  different  from  that  which  we  shall  have  in  any  case  from  the  same 
agencies,  namely,  the  Interstate  Commerce  Commission  and  the  Su- 
preme Court.  The  government  may  raise  funds  cheaper  than  private 
enterprise,  but  the  sinking  fund  of  1  per  cent  will  approximately 
neutralize  the  difference,  so  far  as  gains  for  the  near  future  are  con- 
cerned, while  the  history  of  public  improvements  offers  no  guarantee 
that  ultimate  capital  charges  will  be  lighter,  even  with  the  sinking 
fund.  Taxes  are  not  mentioned  in  the  plan,  but  if  the  states  are  de- 
prived of  the  $200,000,000  of  revenue  they  secure  from  this  source, 
that  amount  will  have  to  be  made  up  elsewhere  and  cannot  be  counted 
as  a  net  gain.  Increases  in  efficiency  of  operation  are  problematical 
and  there  will  be  losses  to  balance  them.  This  exhausts  the  list  of 
possible  sources  of  gain. 

One  of  the  most  unfortunate  results  of  basing  the  propaganda  on 
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large  promises  of  profits  lies  in  making  it  quite  impossible  to  tell  how 
much  of  the  support  of  the  Plumb  plan  springs  from  a  general  desire  for 
representative  government  in  industry  for  its  own  sake  and  for  the 
sake  of  the  benefits  which  it  can  reasonably  be  expected  to  afford. 
These  benefits  lie  in  the  possibility  of  a  juster  organization  of  inter- 
ests, incentives,  and  responsibilities  in  industry,  not  in  financial  gains. 
If  labor  wants  these  benefits,  some  way  should  be  found  to  grant  them. 
But  if  you  offer  a  man  a  charter  of  representative  government  and  at 
the  same  time  tell  him  that  it  will  make  him  rich,  you  cannot  tell  whether 
his  vote  means  anything  more  than  that  he  approves  of  the  idea  of 
getting  rich.  Such  a  vote  would  furnish  no  adequate  proof  that  the 
people  want  such  an  industrial  government  for  its  own  sake,  and  no 
reliable  backing  on  which  to  meet  the  practical  difficulties,  reverses, 
and  disappointments  which  the  working  out  of  any  such  scheme  neces- 
sarily entails.  The  fact  that  laborers  want  the  profits  of  management 
is  no  valid  reason  for  giving  them  the  management  of  a  business  where 
tliere  are  no  profits  to  take. 

Nevertheless  we  owe  Mr.  Plumb  a  vote  of  thanks  for  opening  up 
this  subject  so  forcibly  and  for  contributing  so  effectively  to  the  popu- 
lar realization  that  what  is  needed  at  the  present  time  is  not  mere 
adjustments  of  wages,  hours,  and  working  conditions,  but  genuine 
constitution-making  for  American  industry. 

C.  O.  RuGGLES. — In  framing  a  program  of  railway  regulation  there 
are  four  different  groups  which  should  receive  consideration.  To 
name  them  in  an  order  convenient  for  this  discussion,  they  are:  (1) 
the  classified  employee;  (2)  the  railroad  managers;  (3)  those  who 
furnish  railroad  capital;  (4)  the  public. 

An  outstanding  feature  of  the  Plumb  plan  is  that  an  additional  in- 
centive above  wages  in  the  form  of  a  labor  dividend  is  deemed  neces- 
sary in  order  to  secure  the  best  results  from  labor.  This  is  undoubted- 
ly true,  but  there  does  not  appear  to  be  anything  to  prevent  the  classi- 
fied employees  and  the  railroad  managers,  who  together  are  to  have 
two  thirds  of  the  members  of  the  board  of  directors,  from  using  the 
surplus  revenue  of  any  year  to  advance  their  wages  and  salaries.  If 
they  follow  this  course  they  will  have  more  to  gain  than  they  would 
by  accepting  a  labor  dividend.  If  they  increase  their  wages  it  enters 
the  accounts  in  all  subsequent  years  as  a  part  of  operating  expenses, 
and  since  all  deficits  in  operation  are  to  be  met  by  the  government, 
they  would  continue  to  receive  remuneration  during  lean  years  in  ac- 
cordance with  the  scale  set  by  them  when  a  surplus  is  available.  Mr. 
Plumb  will  probably  reply  that  this  will  not  happen,  because  the  plan 
as  drawn  gives  a  larger  relative  share  of  the  labor  divided  to  the 
railroad  managers  than  it  does  to  the  classified  employees,  and  it 
would  therefore  be  to  the  interest  of  the  five  directors  representing 
the  railroad  managers  to  vote  with  the  five  government  directors  for 
the  labor  dividend  rather  than  for  a  wage  increase.  But  this  does  not 
seem  to  be  conclusive.  Managers  would  probably  find  it  to  their  in- 
terest in  the  long  run  to  vote  with  the  classified  emploj^ees  for  an  in- 
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crease  in  their  salaries,  which  would  be  a  certain  return  for  succeeding 
years,  rather  than  vote  themselves  a  larger  share  in  the  form  of  a 
labor  dividend,  which  would  be  contingent.  Moreover,  if  it  is  sound 
reasoning  that  an  additional  incentive  is  needed  to  induce  laborers  to 
render  efficient  service,  it  also  implies  that  a  hope  of  reward  might 
bring  about  a  more  efficient  use  of  capital.  While  it  may  be  desirable 
to  give  owners  of  capital  some  incentive  to  use  it  efficiently,  we  have 
undoubtedly  reached  the  stage  where  we  will  refuse  to  permit  earn- 
ings beyond  a  limited  amount  to  investments  in  railroads  and  public 
utilities.  Under  such  circumstances  fairness  would  dictate  that  capital 
so  invested  should  be  protected  to  a  certain  extent  against  losses.  If 
men  make  SO  to  50  per  cent  in  certain  lines  of  business  for  a 
series  of  years,  and  we  permit  them  to  retain  these  high  profits,  it  is 
not  necessary  for  the  government  to  concern  itself  about  the  financial 
welfare  of  these  businesses  during  a  period  of  lean  years. 

Unfortunately  some  persons  still  classify  the  railroads  with  the 
ordinary  business.  When  the  carriers  came  back  to  the  Interstate 
Commerce  Commission  after  the  outbreak  of  the  war,  and  asked  them 
to  reconsider  the  rate  advance  which  the  Commission  had  refused  some 
months  previous,  the  counsel  for  the  railroads  contended  that  because 
the  European  governments  were  in  the  market  with  large  offerings  of 
government  securities  it  was  impossible  for  the  railroads  to  secure  capi- 
tal except  at  advanced  rates,  and  that  on  that  account  the  railroads 
should  be  allowed  an  increase  in  rates.  In  reply  to  this  contention  it 
was  urged  by  some  that  other  lines  of  business  were  also  finding  it 
more  difficult  to  borrow  capital  and  that  there  was  no  reason  why  the 
railroads  should  be  singled  out  for  special  consideration.  This  reason- 
ing appears  to  overlook  the  fact  that  if  it  is  fair  to  the  public  that  rail- 
road rates  be  reduced  when  the  conditions  of  railroad  revenue  warrant 
such  action  it  would  be  fair  to  the  railroads  to  have  rates  increased  if 
such  action  became  necessary  to  produce  adequate  revenue.  But 
there  are  limits  in  both  directions  within  which  earnings  on  capital  in- 
vested in  railroads  ought  to  be  permitted  to  fluctuate.  To  repeat,  if 
incentive  is  essential  to  secure  efficient  laborers  it  would  doubtless  be 
of  advantage  to  the  public  to  allow  some  margin  for  efficiency  in  the 
use  of  capital. 

On  the  other  hand  it  is  clear  that  the  fear  of  loss  of  revenue  would 
also  be  of  some  significance,  and  that  there  should  be  therefore  no 
fixed  or  guaranteed  return  to  capital.  It  would  doubtless  be  sufficient 
to  have  a  rule  of  rate  making  that  would  provide  for  rate  increases 
when  it  could  be  shown  that  such  were  necessary  to  prevent  substan- 
tial loss  to  the  capital  invested  in  the  railroads.  Within  a  zone  of  vari- 
ation in  earnings  thus  permitted  there  would  be  opportunity  for  private 
initiative.  Certainly  it  is  necessary  to  eliminate  speculative  activity 
from  the  field  of  railroad  finance.  Unusual  profits  cannot  be  permitted, 
and  if  large  profits  are  not  permitted  some  protection  against  large 
losses  is  necessary.  If  this  drives  from  the  field  of  railroad  invest- 
ment that  type  of  financier  who  desires  fabulous  margins,  so  much  the 
better.     If  capital  invested  in  railroads  is  given  a  reasonable  margin 
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in  which  to  work  out  its  earning  power  there  will  be  those  ready  to 
offer  it  for  investment.  With  a  zone  within  whieh  railroad  earnings 
might  be  permitted  to  fluctuate,  owners  of  tlie  capital  invested  in  the 
roads  might  be  in  a  position  to  exercise  a  wholesome  influence  upon 
the  character  of  the  services  of  both  railroad  managers  and  classified 
employees.  It  is  not  at  all  probable  that  such  would  be  done  under  a 
plan  whereby  the  government  would  furnish  the  capital  and  have  a 
certain  representation  on  the  board  of  directors.  If  both  railroad 
managers  and  classified  employees  realized  that  their  shortcomings 
were  to  be  registered  against  them,  it  would  doubtless  have  as  whole- 
some an  influence  upon  their  efficiency  as  would  the  hope  of  gains  be- 
yond their  wages  in  the  form  of  a  labor  dividend.  It  is  very  doubtful 
if  a  board  of  directors,  two  thirds  of  which  would  represent  the  man- 
agers and  classified  employees,  would  have  the  independence  which 
would  be  necessary  to  exercise  such  wholesome  discipline.  It  would 
not  appear  to  be  in  the  interest  of  the  railway  employees,  in  the  long 
run,  to  urge  a  plan  by  whieh  they  would  be  judges  of  their  own  case. 

Mr.  Plumb  has  emphasized  the  fact  that  millions  of  people  are 
ready  to  accept  his  plan.  The  willingness  of  many  to  accept  the 
Plumb  plan,  or  in  fact  any  plan  which  would  promise  improvement,  is 
not  difficult  to  explain.  Obviously  it  would  be  impossible  in  the  time 
alloted  to  do  more  than  mention  one  or  two  of  the  outstanding  short- 
comings of  our  previous  regulation  whieh  have  been  in  a  large  meas- 
ure responsible  for  the  present  convictions  of  many  persons  that  there 
is  need  for  a  drastic  program  of  railroad  control.  Many  of  the 
charges  which  Mr.  Plumb  has  made  may  be  traced  to  the  lack  of  finan- 
cial control  of  carriers  and  to  the  absence  of  adequate  regulation  of 
railway  service.  No  one  will  deny  that  our  railroad  managers  and 
those  responsible  for  the  financial  program  of  our  railroads  have  been 
guilty  of  appropriating  to  themselves  what  has  rightfully  belonged  to 
the  consumers  of  transportation.  But  it  would  not  appear  that  the 
solution  for  this  difficulty  is  the  adoption  of  a  plan  which  eliminates 
all  profit,  but  rather  a  plan  whereby  those  who  are  responsible  for 
eflSciency  of  railway  management  and  for  honesty  in  the  financial  af- 
fairs of  carriers  should  be  held  to  a  strict  accountability.  Mr.  Plumb's 
plan  really  proposes  to  continue  the  lack  of  strict  accountability  to 
the  public  by  creating  a  board  of  directors  two  thirds  of  which  are 
controlled  by  the  railroad  managers  and  the  classified  employees 
themselves. 

Lack  of  regulation  of  railway  service  in  this  country  has  been  re- 
sponsible for  much  dissatisfaction  in  recent  years  and  for  many  of  the 
plans  for  railroad  regulation  which  have  been  proposed  to  Congress 
within  the  last  eighteen  months.  Any  plan  which  furnishes  proper 
regulation  of  railway  service  must  provide,  first,  for  satisfactory  rela- 
tions between  the  railroads  and  the  governing  authorities,  that  is,  the 
various  state  governments  and  the  federal  government;  second,  for  re- 
lations between  the  railroads  and  the  shippers ;  and  third,  for  the  rela- 
tions of  the  railroads  to  each  other.  Time  will  not  permit  of  a  discus- 
sion of  these  phases  of  this  important  subject,  but  one  feature  of  in- 
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terest  in  connection  with  all  of  them  may  be  given  brief  consideraiton. 

The  theory  which  has  been  embodied  in  our  previous  railway  legis- 
lation is  that  carriers  should  not  be  permitted  to  consolidate.  Surely 
from  the  standpoint  of  the  public  there  is  need  of  much  more  coordina- 
tion of  transportation  in  the  future  than  has  obtained  in  the  past.  Let 
us  consider  for  a  moment  the  conditions  in  most  of  our  important  termi- 
nals, especially  in  those  that  are  also  important  ports.  Railroad 
ownership  or  control  of  strategic  terminal  facilities  is  the  natural  out- 
come of  competition  among  railroads.  It  has  had  three  unfortunate 
results.  In  the  first  place,  it  has  resulted  in  much  duplication  of  ex- 
pensive terminal  facilities  without  proper  provision  for  their  physical 
coordination.  Such  a  policy  has  meant,  for  example,  the  purchase  of 
much  land  or  water  frontage  in  anticipation  of  needs.  Through  such 
a  policy  we  have  at  present  railroad  domination  of  the  New  Jersey 
side  of  New  York  harbor.  Railroad  rivalry  has  prevented  the  estab- 
lishment of  reciprocal  switching  arrangements  and  joint  terminal 
operations  on  the  New  Jersey  shore. 

The  second  unsatisfactory  result  of  railroad  competition  in  our  im- 
portant ports  has  been  the  giving  by  the  railroads  of  what  in  some 
cases  are  gratuitous  services  to  shippers  in  order  to  obtain  traffic. 
Testimony  was  given  before  the  Interstate  Commerce  Commission  in 
1912  to  the  effect  that  lighterage  and  other  terminal  services  at  the 
port  of  New  York  cost  the  Baltimore  and  Ohio  Railroad  more  than 
the  allowance  it  received  for  those  services  out  of  joint  rates;  that  on 
this  account  that  railroad  had  a  deficit  on  its  terminal  services  at  New 
York  for  the  years  1909  to  1911  of  more  than  $1,250,000.  In  the  de- 
cision of  the  so-called  5-per-cent  case  the  Interstate  Commerce  Com- 
mission pointed  out  that  there  were  many  special  services  in  terminals 
being  rendered  by  carriers  to  shippers  for  which  no  special  charge 
or  a  non-compensatory  charge  was  being  made;  that  answers  filed  by 
carriers  showed  large  amounts  were  thus  absorbed  in  railroad  rates. 
Examination  of  terminal  tariffs  shows  that  in  some  instances  terminal 
charges  are  in  addition  to  the  line  haul  and  that  in  others  they  are  ab- 
sorbed upon  traffic  coming  from  competitive  points  or  upon  those 
shipments  for  which  the  railroad  receives  a  certain  minimum  revenue. 

The  third  unsatisfactory  result  of  railroad  competition  is  the  lack 
of  physical  coordination  in  our  ports  between  rail  and  water  carriers. 
It  is  a  common  provision  in  terminal  tariffs,  for  example,  that  a  rail- 
road does  not  obligate  itself  to  provide  wharfage,  storage,  or  handling 
for  traffic  which  has  not  been  transported  or  is  not  intended  to  be 
transported  over  its  line,  or  that  it  reserves  the  absolute  right  to  the 
use  of  its  "piers  or  docks"  and  that  "permission  for  their  use  must  be 
procured."  In  actual  practice  this  frequently  means  the  refusal  of 
one  railroad  to  permit  the  use  of  its  port  terminal  facilities  by  other 
roads  unless  it  receives  a  line  haul  of  the  traffic.  The  refusal  of  rail- 
road A  to  accept  freight  in  switch  movement  from  Railroad  B  if  it  is 
to  be  exported  from  the  piers  of  Railroad  A  means  that  Railroad  B  is 
compelled  to  lighter  the  cargo  to  the  vessel  at  the  piers  of  railroad  A, 
or  that  the  vessel  must  shift  to  the  piers  of  railroad  B  after  taking  on 
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its  cargo  at  the  piers  of  railroad  A.  Conversely,  if  part  of  the  cargo 
of  a  vessel  is  destined  to  points  not  located  on  the  line  of  the  rail- 
road at  whose  piers  the  vessel  docks,  this  cargo  must  be  lightered  to 
the  piers  of  the  railroad  over  which  it  is  to  be  carried,  or  the  vessel 
must  shift  in  order  to  discharge  the  cargo  at  the  piers  of  the  road 
which  is  to  have  the  line  haul.  Such  practice  makes  as  many  separate 
ports  within  a  port  as  there  are  deep-water  terminals  controlled  by  the 
different  railroad  companies.  It  often  means,  too,  that  there  is  con- 
gestion at  the  water  terminals  of  some  railroads  while  others  are  not 
used  to  capacity.  This  inefficiency  in  terminal  services  means  an  im- 
perfect coordination  of  rail  and  water  carriers  which  in  turn  makes 
embargoes  upon  traffic  necessary.  The  effects  of  these  embargoes  ex- 
tend into  the  interior  to  Kansas  City  and  beyond.  Obviously  the  re- 
striction of  strategic  port  terminal  facilities  to  its  own  use  is  an  at- 
tempt by  a  railroad  to  secure  the  line  haul  of  the  traffic.  While  this 
is  a  failure  to  appreciate  the  fact  that  railroads  are  common  carriers 
it  is  the  natural  result  of  railway  competition  in  terminals.  But  if  it 
is  true  that  competition  has  made  terminal  charges  so  low  that  they 
are  unrcmunerative,  a  railroad  which  has  expensive  rail  and  water 
terminals  could  not  afford  to  permit  their  use  by  other  railroads  unless 
it  were  to  receive  more  for  their  use  than  the  present  scale  of  terminal 
charges  would  yield. 

In  view  of  these  facts  it  would  not  be  wise  to  have  the  provisions  of 
the  Esch  bill,  which  has  recently  passed  the  House  of  Representatives, 
enacted  into  law.  Mere  permission  to  carriers  to  consolidate  will  not 
be  sufficient  in  cases  where  certain  railroads  enjoy  strategic  positions 
in  our  terminals.  It  is  not  reasonable  to  expect  that  such  railroads 
will  voluntarily  offer  to  share  their  monopoly  profits  with  other  car- 
riers. This  does  not  mean  government  ownership  of  terminal  railway 
facilities.  There  could  be  organized  separate  terminal  companies,  the 
control  of  which  would  be  shared  by  all  the  railroads  in  the  terminal. 
Take,  for  example,  the  situation  in  Norfolk,  Virginia.  There  the  eight 
railroads  themselves  own  a  terminal  belt  line  which  does  the  switch- 
ing and  belt  line  service  for  them  all.  They  each  own  12.5  per  cent 
of  the  stock  of  this  terminal  company,  and  all  receive  services  from 
it  on  an  equal  basis.  This  service,  however,  does  not  extend  to  much 
of  the  traffic  which  constitutes  exports  and  imports.  There  is  as  much 
logic  in  compelling  one  carrier  to  permit  the  use  of  its  terminal  facili- 
ties by  another  carrier  as  there  is  in  compelling  one  utility  to  permit 
the  use  of  its  poles,  conduits,  or  other  facilities  by  another  utility.  In 
both  cases  the  public  receives  consideration  as  an  important  third 
party  to  the  contract.  The  theory  in  the  decision  of  the  Supreme 
Court  in  the  St.  Louis  Terminal  Case  in  1912  ought  to  be  more  gener- 
ally applied.  It  would  appear  therefore  to  be  in  the  interest  of  the 
public  to  have  those  provisions  of  the  Cummins  bill  which  provide  for 
compulsory  consolidation  enacted  into  law,  at  least  so  far  as  our  im- 
portant terminals  are  concerned.  If  railway  legislation  can  be  enacted 
which  among  other  things  will  provide  adequate  financial  control  of 
carriers  and  more  efficient  railway  service  it  will  do  much  to  remove 


212  American  Economic  Association 

the  present  demand  for  such  a  radical  program  as  is  proposed  by  Mr. 
Plumb. 

What  has  been  said  is  not  in  opposition  to  a  plan  for  participation 
in  railway  management  on  the  part  of  railway  employees.  That 
would  doubtless  have  many  beneficial  results.  But  the  employees  will 
certainly  take  much  more  interest  in  the  management  of  the  carriers 
if  they  gradually  buy  a  share  in  them,  and  face  the  probability  of  loss 
in  case  the  properties  are  not  efficiently  managed. 

R.  R.  BowKER. — Here  is  indeed  an  almost  humorous  reversal.  The 
American  Economic  Association  is  considered  by  labor  an  organiza- 
tion of  theorists,  idealists,  doctrinaires.  But  now  a  representative  of 
labor  presents  his  idealist's  plan,  from  which  the  underpinning  is 
knocked  away  by  the  hard  facts  brought  forward  by  professorial  and 
commercial  economists.  Mr.  Plumb  has  presented  a  masterly  and  re- 
markably compact  statement  of  the  Plumb  plan,  or  plunge,  and  makes 
the  assumption  usual  in  all  socialist  arguments,  which  presume  that 
any  defects  of  present  systems  are  readily  curable  by  the  panacea  of 
the  moment,  and  throws  the  burden  of  proof  not  upon  the  advocates 
of  a  new  plan  but  upon  the  defenders  of  existing  methods.  He  also 
makes  the  assumption  that  a  single  class  of  workers  constitutes  the 
people,  whose  interests  are  to  be  protected  by  putting  into  the  hands 
of  railway  employees  the  control,  direct  or  indirect,  of  the  entire  rail- 
way system.  Most  of  us  agree  that  labor  is  entitled  not  only  to  an 
advance  corresponding  to  the  higher  cost  of  living,  but,  in  the  words 
of  the  remarkable  and  creditable  document  issued  by  labor  leaders 
from  Washington,  to  a  progressively  advancing  scale  of  wages  in  re- 
spect to  share  of  product.  But  the  willingness  of  representatives  of 
labor  to  throttle  the  industries  of  the  country  by  wholesale  stoppage 
of  transportation  does  not  give  assurance  that  the  interests  of  the  pub- 
lic will  be  safeguarded  under  their  control.  While  transportation  is 
vitally  essential  to  the  business  of  the  entire  people,  it  is  perhaps  not 
so  large  an  element  in  the  increased  cost  of  living  as  has  been  sup- 
posed. 

From  1913  through  June,  1916,  bituminous  coal  could  be  bought  at 
the  pit-mouth  at  from  $1.15  to  $1.50  per  ton,  while  cost  of  transpor- 
tation to  a  factory  near  New  York  remained,  under  Interstate  Com- 
merce restrictions,  $1.75  per  ton.  The  price  at  the  pit-mouth  rose 
suddenly  within  the  succeeding  year  to  the  climax  of  $5.75  in  June, 
and,  under  government  restrictions,  fell  to  $3.25  in  July,  1917,  and 
the  price  this  year  has  fallen  to  $2.65.  Meanwhile,  transportation 
charges  rose  to  a  maximum  of  $2.30,  or  only  30  per  cent  in  all,  though 
coal  had  risen,  previous  to  government  control,  400  per  cent,  and  is 
at  present  more  than  double  pre-war  prices.  That  labor  should  have 
its  share  in  any  such  advance  is  beyond  question.  But  we  cannot  as- 
sume that  justice  either  to  labor  or  to  the  whole  body  of  consumers 
will  be  reached,  despite  the  difficulties  of  the  pre-war  railway  manage- 
ment which  we  all  recognize,  by  so  radical  an  overturning  as  the  Plumb 
plan  proposes. 


ROUND  TABLE  DISCUSSIONS 

On  Wednesday  afternoon,  December  31,  there  were  round  table  dis- 
cussions of  (1)  The  policy  of  government  with  respect  to  competition, 
cooperation,  monopoly,  and  the  issue  of  securities;  (2)  Immigration 
and  immigration  problems;  (3)  The  teaching  of  Economics;  and  (1) 
Is  large-scale  and  centralized  organization  of  marketing  in  the  inter- 
ests of  the  public?  At  each  of  these  conferences  there  was  a  large  at- 
tendance and  spirited  discussion.  Short  reports  of  three  of  these  ses- 
sions, by  their  respective  chairmen.  Dean  W.  F.  Gephart,  Professor 
H.  A,  Millis,  and  Professor  C.  M.  Thompson,  are  subjoined.  A  por- 
tion of  the  discussion  at  the  conference  on  the  organization  of  market- 
ing is  also  given  below. 

Competition,  Cooperation,  and  Monopoly 
The  round  table  discussion  on  "What  should  be  the  attitude  of  the 
government  towards  competition,  cooperation,  and  monopoly,"  was  well 
attended,  and  the  discussion  was  participated  in  by  a  large  number  of 
speakers.  Chairman  Gephart  opened  the  discussion  by  reviewing  the 
pronounced  governmental  emphasis  on  preserving  the  competitive  sys- 
tem as  this  idea  expressed  itself  in  the  constitution  and  enacted  law. 
It  was  pointed  out  that  industrial  development  had  been  tending,  in 
this  country,  towards  large-scale  production  and  integration  of  busi- 
ness, and  in  some  instances,  monopoly,  and  that  much  of  our  actual 
industrial  development  runs  counter  to  the  spirit  of  the  constitution 
and  the  law. 

It  was  argued  that  provision  ought  to  be  made  in  the  law  for  a 
greater  variety  in  forms  of  industrial  organization,  although  it  was 
generally  agreed  that  this  would  involve  more  extensive  and  careful 
supervision  and  regulation  on  the  part  of  the  government.  It  was  fur- 
ther argued  that  federal  incorporation,  with  its  accompanying  super- 
vision of  many  businesses  of  an  interstate  character,  was  a  desirable 
line  of  development.  Especial  emphasis  was  given  to  the  desirability 
of  some  general  supervision  and  publicity  of  accounts  of  interstate 
business  activities.  While  some  of  the  business  interests  object  to 
what  they  are  pleased  to  call  "government  interference"  in  business, 
yet  it  was  believed  that  an  increasing  number  of  the  more  intelligent 
business  interests  would  welcome  carefully  devised  supervision  of 
business,  not  only  for  the  protection  that  it  would  give  to  them  in 
competition  with  other  firms,  but  also  because  of  the  need  of  correct- 
ing much  of  the  public  misunderstanding  regarding  the  real  character 
of  some  businesses,  such  as  the  public  utilities,  storage  houses,  and 
others,  towards  which  the  public  often  have  an  unfavorable  attitude, 
and  which  affects  the  legislation,  especially  state  legislation,  enacted 
for  their  regulation. 
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Immigration  and  Immigration  Problems 
The  discussion  was  opened  by  Dr.  W.  E.  Leiserson,  who  discussed 
the  Immigrant  and  organized  labor,  Professor  Don  Lescohier,  who  dis- 
cussed Immigration  and  the  needs  of  the  labor  market,  and  Matthew 
Woll,  who  discussed  the  Position  of  the  American  Federation  of  Labor 
on  immigration.  The  general  discussion  which  followed  was  partici- 
pated in  by  Professor  Commons,  Mr.  Saposs,  Professor  Tyson,  Mr. 
Bonnett,  Mr.  Mullenbach,  Mr.  Sam  Levine,  and  Dr.  N.  I.  Stone. 

As  a  result  of  his  Americanization  studies.  Dr.  Leiserson  expressed 
the  opinion  that  whether  the  immigrant  plays  a  small  or  a  large  role 
in  organized  labor  depends  largely  upon  whether  organization  pro- 
ceeds upon  the  basis  of  the  craft  and  the  craft  interest  or  upon  the 
basis  of  industry.  Professor  Lescohier  felt  that  immigration  was 
needed  for  the  development  of  the  country,  but  was  of  the  opinion  that 
it  should  be  considerably  restricted  for  some  years  so  that  industrial 
relations  might  be  so  arranged  as  to  prevent  waste  and  to  develop  the 
efficiency  of  the  existing  labor  supply.  Mr.  Woll  explained  that  the 
American  Federation  of  Labor  is  not  at  all  opposed  to  the  immigrant 
and  immigration,  but  feels  that  there  should  be  exclusion  for  two 
years  during  the  reconstruction  period.  Our  policy  after  two  years 
should  be  to  admit  immigrants  with  proper  regard  to  the  possibilities 
of  assimilating  them  and  the  opportunity  to  maintain  proper  labor 
conditions.  Professor  Commons  advocated  exclusion  of  immigrants  on 
the  ground  that  this  is  essential  to  the  proper  organization  of  labor, 
and  expressed  the  opinion  that  we  must  look  to  a  thorough  organiza- 
tion of  labor  for  the  solution  of  our  numerous  labor  problems- 

The  Teaching  of  Elementary  Economics 

Perhaps  the  most  important  fact  brought  out  in  the  conference  was 
the  crowded  condition  of  classes  in  elementary  economics  in  all  the 
colleges  and  universities  of  the  country.  Each  speaker  emphasized  this 
point  in  explaining  exactly  how  his  institution  had  met  the  problem. 
California,  to  cite  the  most  extreme  case  mentioned,  had  enrolled  more 
than  fourteen  hundred  in  the  elementary  course,  all  of  whom  were 
brought  together  in  a  single  lecture  section  once  a  week  and  distributed 
in  numerous  smaller  quiz  sections  on  other  days.  Wisconsin,  Michigan, 
Iowa,  Illinois,  and  Harvard  were  reported  as  beng  compelled  to  resort 
to  similar  methods  in  order  to  accommodate  the  large  number  of  stu- 
dents desiring  instruction  in  economics. 

The  conference  showed  substantial  differences  of  opinion  as  to  the 
allotment  of  time  and  the  best  methods  to  be  employed  in  the  use  of 
lectures  and  quizzes.  Some  institutions  cover  the  subject  in  one  semes- 
ter, meeting  five  times  a  week;  others  meet  but  four  times  a  week  for  a 
semester;  while  others  take  two  semesters,  meeting  three  or  four  times 
a  week.  Those  institutions  which  adhere  to  the  quarter  system  show 
the  same  divergence  of  practice. 

The  speakers  disagreed  also  on  the  use  of  the  lecture  method.  Some 
expressed  a  preference  for  formal  lectures  in  which  the  work  of  the 
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various  quiz  instructors  uiight  be  coordinated,  and  by  which  the  en- 
tire student  enrolhucnt  would  be  brouj^ht  in  contact  with  instructors 
with  greater  experience  and  maturity  than  quiz  instructors  usually 
have.  Some  preference  was  expressed  for  a  plan  whereby  all  instruc- 
tion should  be  given  in  small  quiz  sections,  each  student  having  the 
same  instructor  for  all  recitations  in  the  subject.  A  middle  ground  was 
taken  by  one  or  two  speakers^  who  pointed  out  the  advantage  of  replac- 
ing lectures  with  discussions  made  up  of  tliree  or  four  quiz  sections 
comprising  a  total  number  of  students  ranging  from  one  hundred  to  one 
hundred  and  fifty.  The  last  method,  according  to  its  friends,  combined 
the  best  features  of  the  lecture  and  eliminated  its  worst, — large  num- 
bers, inattention,  lack  of  personal  contact. 

Much  interest  was  shown  in  the  policies  of  the  different  institutions 
represented  in  requiring  students  to  make  use  of  supi)lcmentary  read- 
ing. Several  speakers  expressed  a  preference  for  an  additional  text 
book,  but  the  weight  of  practice  appeared  to  be  in  favor  of  materials 
such  as  those  prepared  by  the  Economics  faculty  of  the  University 
of  Chicago.  Professor  Day  of  Harvard  directed  attention  to  the  ad- 
visability of  having  some  sort  of  loose-leaf  service  whereby  current 
supplementary  material  could  be  furnished  students  as  the  course 
progressed.  It  seemed  the  concensus  of  opinion  that  such  a  service 
would  produce  better  results  than  are  now  obtained  in  most  institutions. 

In  the  course  of  the  discussion  the  point  was  brought  out  that  sev- 
erela  institutions  are  engaged  in  a  rather  comprehensive  program  to 
better  their  instruction  in  economic  principles.  Professor  Wright  of 
the  University  of  Chicago  and  Professor  Wasson  of  the  State  Uni- 
versity of  Iowa  each  spoke  of  the  efforts  being  made  in  their  respective 
schools  along  these  lines.  At  Iowa,  the  Department  of  Economics 
asked  the  students  themselves  to  suggest  in  what  ways  instruction  might 
be  made  more  efficient;  and  Professor  Wasson  expressed  the  opinion 
that  the  results  of  the  experiment  justified  the  time  and  effort  spent 
on  it. 

The  opinion  was  very  generally  expressed  that  the  conference  was 
well  worth  while  and  that  similar  conferences  ought  to  be  held  at  sub- 
sequent meetings  of  the  Association. 

Is  Large-Scale  Centralized  Organization  of  Marketing  in  the 
Interest  of  the  Public? 

L.  D.  H.  Weld. — Before  deciding  upon  the  topic  for  discussion  at 
this  round  table  meeting  on  Marketing,  I  sent  out  a  number  of  letters 
asking  for  suggestions  as  to  possible  topics  and  speakers.  Some  of 
those  who  replied  suggested  that  the  packing  industry  would  furnish 
a  good  topic;  others  suggested  various  developments  in  marketing 
which  are  in  the  direction  of  more  efficient  methods  and  organization. 

Since  I  represent  the  packing  industry  I  did  not  care  to  make  that 
the  specific  topic  for  discussion,  and  therefore  I  announced  this  gen- 
eral subject  so  that  the  discussion  might  be  steered  into  whatever 
channel  the  temper  and  interest  of  the  attending  group  might  de- 
termine. 
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It  struck  me  that  the  topic  decided  upon  covered  a  number  of  the 
most  important  developments  that  have  been  taking  place  in  marketing. 
For  example,  we  can  easily  discuss  the  packing-house  situation  if  that 
is  the  desire  of  those  present.  The  topic  covers  important  develop- 
ments in  fruit  marketing  such  as  the  California  Fruit  Growers  Ex- 
change, and  the  new  American  Fruit  Growers,  Inc.,  which  is  repre- 
sented by  Mr.  Brand.  Under  this  topic  may  be  considered  the  de- 
velopment of  chain  stores,  or  of  mail-order  houses,  or  of  department 
stores.  It  covers  the  question  of  concentration  of  milk  distribution  in 
large  companies  and  whether  economies  would  be  gained  by  having 
a  municipal  monopoly  in  milk  distribution. 

In  one  sense  the  topic  for  discussion  is  one-sided,  because  I  believe 
that  in  general  there  is  only  one  answer.  I  believe  that  most  of  us 
will  agree  that  better  service  and  greater  efficiency  result  from  the  de- 
velopment of  large-scale  marketing,  although  there  are  undoubtedly 
some  exceptions  to  this  general  rule. 

The  only  question  seems  to  be  whether  large  marketing  organiza- 
tions contain  elements  of  danger.  Are  they  too  big?  Do  they  have 
monopoly  power.''  Do  they  resort  to  unfair  trade  practices  in  order  to 
gain  in  size? 

I  have  long  been  convinced  that  the  study  of  any  marketing  prob- 
lem should  begin  with  a  consideration  of  the  functions  performed  in 
the  distributing  process.  These  functions,  as  I  have  pointed  out  on 
other  occasions,  are  assembling,  storing,  financing,  assumption  of  risks, 
grading,  selling,  and  transportation. 

We  are  all  familiar  with  the  general  organization  that  has  developed 
to  perform  those  functions ;  we  know  that  there  is  a  considerable 
amount  of  functional  specialization,  and  that  the  marketing  processes, 
at  least  for  farm  products,  are  carried  on  by  such  middlemen  as  coun- 
try shippers,  railroads,  wholesalers  and  commission  men,  jobbers,  and 
retailers. 

On  the  whole  we  find  relatively  small  units  in  the  marketing  organi- 
zation, especially  in  connection  with  agricultural  products.  There  are 
somewhat  larger  units  on  the  average  in  the  selling  of  manufactured 
products.  We  have  discovered,  contrary  to  popular  opinion,  that  these 
middlemen  have  attained  a  fairly  high  degree  of  efficiency  in  the  per- 
formance of  their  tasks,  and  that  there  is  ample  economic  justification 
for  the  splitting  up  of  the  marketing  processes  into  successive  steps. 
The  marketing  functions  have  to  be  performed,  whether  by  one  con- 
cern which  buys  the  goods  from  the  farmer  and  sells  them  to  the  con- 
sumer, or  whether  the  functions  are  split  up  among  four  or  five  suc- 
cessive middlemen.  The  elimination  of  middlemen  does  not  elimi- 
nate the  functions  performed,  and  does  not  ordinarily  reduce  the  cost 
of  performing  the  aggregate  of  functions.  It  is  the  burden  of  my 
argument  that  under  certain  conditions,  however,  there  are  advantages 
to  be  gained  in  the  performance  of  these  functions  through  concentra- 
tion and  organization  on  a  large  scale. 

Not  to  disappoint  those  who  hope  that  we  may  get  something  started 
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on  the  problem  of  the  meat  packers,  I  shall  give  special  consideration 
to  this  industry  in  developing  my  organization.  And  it  should  be  rea- 
lized that  this  industry  represents  large-scale  marketing  in  two  or 
three  ways:  first,  each  of  the  large  packers  does  a  large  volume  of 
business  in  its  principal  products,  wliich  are  meats ;  second,  cacli  has 
undertaken  the  marketing  of  other  products  than  strictly  meat  foods, 
although  the  extent  to  which  this  has  been  done  varies  for  the  different 
packers ;  and,  third,  the  large  meat  packer  represents  a  more  direct 
system  of  marketing  than  is  found  in  most  trades  in  that  "he  does  his 
own  jobbing"  and  sells  direct  to  the  retail  dealer.  We  thus  have,  in 
addition  to  large  volume,  the  branching  out  into  other  lines,  and  the 
integration  of  the  marketing  processes. 

It  is  conceivable  that  the  packing  industry  might  be  carried  on  by 
thousands  of  small  plants  located  in  the  producing  sections  of  the  Mid- 
dle West  and  West,  which  ship  their  goods  to  hundreds  of  jobbers  lo- 
cated in  the  consuming  centers  of  the  East.  We  might  have  a  few 
hundred  brokers  located  at  Chicago  and  St.  Louis  to  make  connection 
between  these  small  western  manufacturers  and  the  large  number  of 
small  wholesalers  and  commission  men  in  the  East.  This  is  the  way 
that  eggs  and  poultry  and  many  other  commodities  are  marketed. 

The  packing  industry  is  a  combination  of  manufacturing  and  sell- 
ing. There  is  a  real  need  for  large  manufacturers  in  order  to  bring 
about  the  greatest  possible  utilization  of  bj'-products.  It  is  also  neces- 
sary to  have  the  plants  large  enough  to  be  able  to  absorb  the  fluctua- 
ting receipts  of  live  steck  that  come  to  market.  As  a  matter  of  fact, 
we  often  refer  in  my  company  to  the  small  packers  as  "in-and-outers," 
meaning  that  thej'  buy  when  the  market  looks  right  to  them  and  dis- 
continue buying  when  conditions  look  unfavorable.  The  large  packer 
varies  his  buying  to  a  certain  extent,  but  on  the  whole  makes  it  pos- 
sible to  absorb  the  receipts  of  live  stock  that  come  to  market,  be  they 
large  or  small. 

Important  as  it  is  to  have  large  manufacturing  companies,  it  is 
equally  important  to  have  large  distributing  organizations  in  the  pack- 
ing business.  Wholesale  distribution  of  meats  in  the  eastern  cities  is 
still  carried  on  to  a  certain  extent  by  small  independent  wholesalers, 
but  the  tendency  has  been  for  the  large  packers  to  establish  their  own 
sales  outlets  through  so-called  branch  houses.  Possibly  the  greatest 
advantage  in  this  scheme  of  organization  is  that  the  large  packing  es- 
tablishment in  Chicago  or  other  western  city  can  keep  directly  in 
touch  with  trade  conditions  and  can  distribute  its  highly  perishable 
meats  to  the  various  markets  more  efficiently  and  more  in  accordance 
with  the  varying  demands  than  was  possible  when  it  depended  upon 
outside  wholesalers  for  its  market.  The  only  reason  that  it  can  afford 
to  do  this,  however,  is  that  it  has  such  a  large  volume  of  business  to 
put  through  each  branch  house  that  the  cost  of  operating  these  branch 
houses  is  reduced  to  a  minimum.  Swift  &  Company's  cost  of  operating 
branch  houses,  for  example,  is  only  about  4  per  cent  of  the  sales,  and 
this  includes  an  overhead  administrative  charge  from  the  Chicago 
office. 
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It  is  perfectly  obvious  that  no  small  packer  in  the  West  can  afford 
a  comprehensive  sales  organization  in  the  East.  A  small  packer  might 
have  enough  business  to  maintain  one  branch  house  in  New  York,  but 
unfortunately  this  one  branch  house  will  be  wanting  choice  cuts  of 
beef  one  week  and  cheap  cuts  of  beef  the  next  week.  Demand  for 
beef  will  be  falling  off  in  New  York  when  live-stock  receipts  are  in- 
creasing in  the  West,  or  vice  versa.  In  other  words,  the  western 
packer  must  have  a  large  number  of  distributive  outlets  in  various  con- 
suming centers  before  he  can  market  his  meats  efficiently. 

I  could  go  into  this  in  much  greater  detail,  and  demonstrate  still 
more  conclusively  the  need  of  the  packers'  large-scale  distributing  or- 
ganizations in  the  sale  of  m.eats,  but  I  think  this  point  will  be  granted 
from  what  I  have  already  said,  and  shall  proceed  briefly  to  the  reasons 
why  we  have  branched  out  into  the  handling  of  other  commodities. 

In  the  first  place,  we  long  ago  found  that  with  our  refrigerating 
equipment  in  the  form  of  storage  houses,  refrigerator  cars,  and  cooling 
rooms  in  our  branch  houses,  we  could  handle  to  advantage  such  com- 
modities as  butter,  eggs,  cheese,  and  poultry.  We  found  that  we  had 
to  add  some  overhead  expense  in  the  way  of  administration  in  our 
Chicago  headquarters,  but  that  much  of  our  existing  administrative 
machinery  could  also  be  utilized.  We  found  that  these  goods  could  be 
sold  to  the  same  class  of  retailers  by  the  same  salesmen,  and  that  they 
could  be  delivered  in  the  same  delivery  trucks.  We  found  that  in  gen- 
eral the  same  accounting  force  could  attend  to  the  making  out  of  bills, 
etc.  We  found,  in  other  words,  that  we  could  increase  our  volume  of 
business  without  a  commensurate  increase  in  overhead  expense  for  ad- 
ministration and  for  physical  equipment,  and  that  this  increased  ton- 
nage not  only  made  it  possible  to  handle  these  related  commodities  ex- 
peditiously and  economically,  but  that  we  could  afford  to  have  dis- 
tributing houses  for  meats  where  otherwise  the  tonnage  would  not  be 
sufficient,  and  that  in  general  this  increased  tonnage  decreased,  or  at 
least  kept  down,  our  selling  expenses  on  meats.  You  may  be  inter- 
ested to  know  that  marketing  expenses,  including  freight  on  our  goods, 
constitute  well  over  half  of  the  total  expenses  of  Swift  &  Company. 
In  that  sense,  we  are  more  important  as  distributors  than  we  are  as 
manufacturers. 

To  reduce  this  explanation  to  fundamental  terms,  let  us  refer  again 
to  the  marketing  functions  with  regard  to  the  handling  of  these  com- 
modities. 

In  assembling,  we  are  in  close  touch  with  the  producing  sections. 
We  have  established  our  own  assembling  plants,  for  butter,  eggs,  and 
poultry,  in  such  states  as  Iowa,  Missouri,  and  Kansas,  thus  permitting 
us  to  assemble  to  the  best  advantage,  and  at  the  same  time  furnishing 
a  never  failing  market  for  producers.  In  storing,  we  have  warehouses 
and  refrigeration  facilities  in  connection  with  our  numerous  packing 
plants,  and  we  have  refrigerator  cars  and  refrigerating  facilities  in 
connection  with  our  four  hundred  branch  sales  houses,  M'hich  can  be 
used  for  these  products  as  well  as  for  meats. 
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In  financing,  we  are  borrowing  from  banks  all  over  the  country  in 
connection  with  our  meat  business,  and  can  easily  use  the  same  sources 
of  credit  for  our  other  products.  As  for  the  assumption  of  risks,  we 
are  in  a  position  to  minimize  the  risks  involved,  through  having  a  na- 
tion-wide organization  which  is  in  constant  touch  with  the  changing 
conditions  all  over  the  country,  and  we  have  such  a  wide  distributive 
outlet  that  we  store  goods  only  to  satisfy  our  own  trade  requirements 
rather  than  as  purely  speculative  ventures. 

When  it  comes  to  grading,  sorting,  and  packing,  we  reduce  the  num- 
ber of  times  that  goods  must  be  sorted  and  re-handled  by  our  direct 
shipment  from  assembling  jjlants  in  the  West  to  branch  sales  houses  in 
the  East,  and  we  are  in  position  to  bring  about  a  greater  uniformity 
and  standardization  of  grades  than  is  customary. 

As  for  the  selling  function,  I  have  already  exjjlained  how  we  utilize 
our  sales  organization  in  such  a  way  as  to  reduce  unit  selling  expenses. 
In  performing  the  function  of  transportation  we  bring  about  a  more 
exact  distribution  of  goods  by  having  control  of  our  own  refrigerator 
cars,  and  we  utilize  the  same  delivery  trucks  that  are  necessary  for 
carrying  meats  to  the  door  of  the  retailer. 

The  advantages  that  we  have  over  the  ordinary  distributive  machinery 
in  the  handling  of  these  products  are  apparent,  and  yet  they  are  not 
so  great,  measured  in  dollars  and  cents,  as  one  might  think.  We  still 
have  to  perform  all  the  functions  that  are  performed  by  other  middle- 
men. We  do  not  aim  necessarily  to  undersell  the  market,  and  yet  I 
believe  it  is  a  fact  that  we  set  the  pace  in  competition.  When  a  pur- 
chaser in  New  York  wants  a  large  quantity  of  eggs,  we  are  not  only 
likely  to  be  able  to  make  the  best  price, — perhaps  only  by  a  fraction  of 
a  cent  per  dozen, — but  we  are  likely  to  have  goods  available  in  New 
York,  or  en  route  from  some  Kansas  point,  which  will  just  fill  the 
bill.  Our  advantage  is  perhaps  even  more  in  respect  to  service  than 
it  is  in  respect  to  price. 

Through  our  central  organization,  which  is  constantly  in  touch  with 
our  hundreds  of  sales  outlets,  we  are  able  to  distribute  most  efficiently 
our  supplies  in  accordance  with  varying  demands,  and  we  are  more 
likely  than  perhaps  any  other  distributor  to  have  goods  on  hand  at 
any  particular  point  in  the  quantity  and  quality  desired.  This  all 
means  better  organization,  more  scientific  marketing,  and  greater  bene- 
fits to  both  producer  and  consumer  than  are  possible  under  an  organ- 
ization consisting  entirely  of  small  units. 

The  different  packers  have  had  varying  opinions  as  to  the  economies 
obtainable  by  branching  out  into  other  lines.  Armour  &  Company,  for 
example,  has  gone  into  such  products  as  coffee,  rice,  cereals,  etc.  Out- 
side of  butter,  eggs,  cheese,  and  poultry.  Swift  &  Company  has  taken 
on  practically  nothing  but  canned  goods  and  a  little  dried  fish.  I  am 
not  discussing  in  this  connection  the  manufacture  and  sale  of  leather, 
soap,  oleomargarine,  fertilizer,  etc.,  which  are  industries  that  carry  to 
a  further  degree  of  manufacture  the  by-products  of  animals. 

The  unfortunate  feature  of  this  development  has  been  that  there 
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has  grown  up  a  feeling  that  we  were  going  too  far^  and  that  we  were 
getting  control  of  the  food  supply  of  the  nation.  This  feeling  has 
been  greatly  augmented  by  the  recent  report  of  the  Federal  Trade 
Commission,  which  claims  that  the  large  packers  have  agreements, 
and  that  they  are  able  to  manipulate  the  prices  of  these  commodities. 
This  is  not  the  case,  however,  and  I  wish  that  I  could  have  an  hour  or 
two  to  prove  to  you  that  the  Federal  Trade  Commission  cannot  be  de- 
pended upon  as  a  reliable  source  of  information  on  this  subject.  I 
could  show  you  so  many  glaring  examples  of  misrepresentation,  dis- 
torted figures,  and  suppression  of  evidence  which  refutes  the  very  con- 
tentions of  the  Commission,  that  there  would  not  be  left  in  your  minds 
the  shadow  of  a  doubt. 

Unfortunately  also,  certain  interests  have  seized  upon  the  Federal 
Trade  Commission's  report,  and  helped  to  spread  its  unfounded  con- 
clusions among  people  who  are  only  too  ready  to  believe  anything  they 
hear  that  is  detrimental  to  the  packers.  This  is  true  especially  of  the 
wholesale  grocers,  who  have  apparently  seen  an  opportunity  to  gain 
something  for  themselves  by  getting  rid  of  the  competition  of  packers 
in  the  sale  of  certain  products  that  they  handle. 

Swift  &  Company  has  been  doing  its  best  to  educate  the  public  to 
get  the  people  to  realize  that  there  has  been  ample  economic  justifica- 
tion for  the  handling  of  other  than  meat  products,  and  that  we  per- 
form the  manufacturing  and  marketing  functions  at  a  minimum  of  ex- 
pense and  profit.  It  has  been  deemed  wise,  however,  to  make  some 
concession  to  the  prejudice  which  persists,  and  consequently  the  large 
packers  have  recently  agreed  with  the  Attorney  General  to  submit  to 
a  decree  prohibiting  us  from  the  handling  of  certain  products,  and  re- 
quiring us  to  sell  our  interests  in  stock  yards.  Whether  this  will  be 
beneficial,  time  only  will  tell.  Personally,  this  concession  has  been  a 
disappointment  to  me,  because  it  means  that  we  retire  from  a  position 
which  is  not  only  perfectly  legal,  but  which  is  perfectly  justifiable 
from  an  economic  point  of  view.  It  marks  a  step  backward  in  eco- 
nomic and  commercial  development  rather  than  a  step  forward. 

The  fundamental  trouble  in  this  whole  controversy  is  a  lack  of 
knowledge  on  the  part  of  the  public  of  fundamental  economic  doctrine. 
The  prejudice  that  results  from  this  ignorance  has  been  inflamed  by 
demagogues,  by  political  aspirants,  and  by  a  department  of  the  gov- 
ernment. I  am  not  sure  that  any  permanent  solution  can  be  worked 
out  by  making  concessions  to  prejudice  and  ignorance.  The  ultimate 
solution  lies  in  educating  the  public  along  sound  economic  lines,  and 
I  believe  that  every  teacher  of  marketing  and  of  economics  should 
bend  his  energies  toward  a  greater  dissemination  of  economic  truths. 

Lewis  H.  Haney. — The  preceding  speaker  has  suggested  that  large 
scale  marketing  is  a  "good  thing."  In  doing  so,  he  fails  to  distinguish 
between  the  public  benefit  and  private  advantage.  I  do  not  doubt  that 
the  concern  which  Mr.  Weld  represents  has  found  it  profitable;  but 
that  is  not  the  question. 
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In  the  first  place,  I  cannot  too  strongly  maintain  that  ccononiic 
analysis  will  show  that  there  is  no  normal  tendency  toward  large-scale 
marketing,  at  least  in  the  case  of  food  products  such  as  are  handled 
by  wholesale  grocers.  For  one  thing,  I  know  that  the  relatively  small 
wholesale  distributor  of  food  products  makes  as  high  a  rate  of  profit 
as  does  the  large  one.  More  tlian  this,  the  foregoing  fact  can  be  ex- 
plained on  the  ground  that  in  marketing  no  large  fixed  charges  exist, 
and  management  is  the  chief  factor.  In  marketing  food  products,  no 
considerable  fixed  capital  is  required,  and  expenditure  for  advertising 
is  very  small.  The  jobber  who  can  buy  in  carload  lots  can  buy  as 
cheaply  as  one  who  buys  ten  carloads,  and  one  salesman  can  handle  a 
given  territory  as  cheaply  per  unit  of  product  sold  as  a  dozen  sales- 
men can  handle  a  territory  twelve  times  as  large. 

In  the  second  place,  the  forces  which  have  led  to  such  large-scale 
marketing  as  exists  are  not  economic,  but  acquisitive.  The  chief  ones 
are  the  use  of  (1)  excessive  advertising,  and  (2)  discriminatory  "quan- 
tity discounts."  Excessive  advertising  campaigns  lead  the  manufac- 
turer to  desire  to  keep  his  hands  on  his  goods  until  they  are  disposed  of 
to  the  retailer,  or  even  the  consumer.  He  is  led  to  insist  that  his  ad- 
vertised goods  be  pushed  more  than  the  products  of  other  manufactur- 
ers, and  he  also  has  a  strong  tendency  to  engage  in  "full-line  forcing." 
The  quantity  discount  is  used  as  a  means  of  inducing  customers  to  favor 
the  products  of  a  given  manufacturer,  and  this  is  purely  an  acquisi- 
tive matter.  The  discount  is  generally  not  based  upon  considerations 
of  cost. 

Of  course  the  large  manufacturer  has  a  large  volume  of  goods  to 
handle  and  if  he,  for  his  own  particular  reason,  wants  to  do  his  own 
marketing,  it  necessarily  follows  that  he  will  market  on  a  large  scale. 
Mr.  Weld  represents  what  are  primarily  very  large  manufacturers. 
Now  they  want  to  market  their  advertised  and  trade-marked  wares 
themselves  (though  they  can  do  it  no  more  cheaply  than  it  can  be  done 
through  the  ordinary  channels  of  wholesale  distribution),  and  it  follows 
that  they  engage  in  large-scale  marketing.  This  fact  merely  throws  us 
back  on  the  question  as  to  whether  the  concentration  in  manufacturing 
which  is  represented  by  the  packers  is  itself  a  good  thing  for  the  pub- 
lic. I  am  inclined  to  the  opinion  that  the  enormous  concentration  in 
meat  packing  has  a  historical  origin  and  not  an  economic  one.  It  is 
based  largely  upon  unfair  methods,  and  the  desire  for  power.  In 
the  case  of  the  larger  meat  packers,  in  addition  to  the  motives  of  the 
specialty  manufacturer,  we  find  an  exaggeration  of  the  advertising  ele- 
ment and  a  large  use  of  the  discriminatory,  "inside-price"  methods, 
and  of  "full-line  forcing."  The  "free  deal"  is  grossly  abused  and  the 
appeal  to  the  housewife  to  keep  an  Oval  Label  Shelf,  etc.,  is  backed 
by  pressure  to  induce  the  retailer  to  carry  not  only  canned  meats  and 
lard,  but  also  corn  flakes  and  pancake  flour  of  the  same  brand.  Dis- 
criminations in  transportation  also  enter  into  the  situation  here,  and 
what  may  be  called  "unfair  costing."  Wherever  we  have  a  large  line 
of  goods  put  out  by  a  single  concern,  especially  where  there  is  an  ele- 
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ment  of  joint  costs,  there  is  apt  to  be  a  tendency  to  cut  prices  on  some 
particular  line  of  goods  which  it  may  be  desired  to  push,  and  to  justify 
the  cut  by  charging  a  larger  proportion  of  the  total  cost  to  some  other 
product. 

An  examination  of  the  packers'  marketing  organization  will  show 
that  they  duplicate,  step  by  step,  exactly  the  links  in  the  chain  which 
characterize  the  regular  distributive  system.  The  goods  are  shipped  in 
carloads  to  branch  houses,  which  correspond  to  the  jobbers'  warehouses, 
and  from  there  are  distributed  in  less  than  carload  lots  to  retailers  in 
the  same  way  that  the  jobber  operates.  In  the  place  of  the  jobber 
himself,  we  have  the  branch-house  manager,  who  directs  the  operation 
of  a  force  of  salesmen  in  the  same  way  that  the  independent  jobber 
does.  It  would  seem,  therefore,  that  so  far  as  the  actual  cost  of  dis- 
tribution is  concerned,  the  two  would  be  similar. 

It  will  be  observed,  however,  that  there  are  several  factors  in  which 
the  packers'  method  tends  to  be  less  economical  than  the  regular 
method.  In  the  first  place,  there  is  the  dependence  upon  the  hired 
man,  as  over  against  the  vital,  personal  interest  of  the  owner.  In  the 
second  place,  there  is  the  enormous  overhead  attendant  upon  the  at- 
tempt to  supervise  efficiently  a  nation-wide,  yes,  a  world-wide  organi- 
zation, not  merely  of  selling,  but  of  manufacturing  as  well.  A  part  of 
this  overhead  consists  of  inflated  advertising  expenditure  which  is 
largely  institutional  in  character,  arid  cannot  be  defended,  either  on 
the  ground  of  economy  or  of  educating  the  public  to  the  use  of  new 
products.  It  may  be  argued  that  the  large  scale  on  which  the  packer 
does  business  enables  him  to  reduce  his  overhead  expense  per  unit,  but 
in  my  judgment  this  is  getting  the  cart  before  the  horse.  The  pack- 
er's overhead  expense  has  to  be  justified  first,  before  the  public  can  be 
asked  to  transfer  its  trade  from  others  to  him,  for  his  sole  benefit.  It 
seems  clear  to  my  mind  that  the  losses  attending  such  concentration  in 
marketing  must  offset  much  of  the  undoubted  economy  in  manufactur- 
ing, and  I  am  led  to  believe  that  the  reason  for  the  concentration  lies  in 
the  lust  for  power  and  prestige.  That  the  public  could  get  its  meat  as 
cheaply  or  cheaper  with  less  centralization  is  indicated  by  the  fact 
that  a  number  of  smaller  jDackers  (including  Cudahy)  thrive,  and  the 
further  fact  that  the  big  packers  have  to  maintain  an  elaborate  system 
of  branch-house  distribution. 

This  leads  finally  to  the  point  that  such  organizations  as  the  pack- 
ers' illustrate  the  danger  of  monopoly  which  arises  in  connection  with 
the  tendency  to  larger-scale  or  centralized  marketing.  The  question  is 
a  grave  one,  and  one  in  which  the  economist  has  a  special  interest. 
As  it  is,  however,  one  which  is  now  up  for  adjudication,  and  one  in 
which  I  have  a  special  interest,  I  shall  not  go  into  further  details. 

My  conclusion  is  that  up  to  a  certain  point  in  certain  lines  of  com- 
modities, centralized  or  large-scale  marketing  may  be  desirable,  but 
that  most  of  the  advantages  claimed  for  it  are  purely  acquisitive,  and 
do  not  result  in  any  public  advantage.  Also  there  is  danger  of  mo- 
nopoly. A  rough  attempt  at  classification  might  be  made  along  the 
following  lines : 
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1.  When  the  product  is  a  specialty  and  advertising  is  the  controlling 
factor,  the  tendency  is  toward  centralized  marketing,  though  not  neces- 
sarily on  a  very  large  scale.  The  question  of  public  benefit  here  is 
inseparably  connected  with  the  advertising  question,  and,  in  my  judg- 
ment, advertising  may  be  excessive. 

2.  When  the  product  is  not  a  specialty,  but  one  which  we  may  call  a 
staple,  the  question  of  legitimate  tendency  toward  centralization  in 
marketing  depends  chiefly  upon  the  question  of  quantity  buying.  (1)  If 
the  consumers  or  purchasers  are  large  and  concentrated,  we  shall  have 
large-scale,  centralized  marketing,  as  is  illustrated  in  the  metal  in- 
dustry. (2)  If  the  consumers  are  small  and  scattered,  we  shall  have 
relatively  small-scale  decentralized  marketing.  (3)  The  number  and 
dispersion  of  the  manufacturers  also  plays  an  important  part,  and  when 
they  are  numerous  and  scattered,  as  in  the  case  of  canning  of  fruits 
and  vegetables,  we  may  expect  relatively  small-scale,  decentralized 
marketing. 

My  aim  has  been  to  analyze  the  motives  and  forces  which  have  given 
rise  to  the  present  tendency  to  centralization  in  marketing,  as  it  mani- 
fests itself  in  various  fields,  and  thus  to  reach  a  fundamental  conclu- 
sion. It  seems  that  most  of  the  motives  and  forces  arise  out  of  acquisi- 
tive competitive  situations,  and  cannot  be  generalized.  For  example, 
the  advantages  claimed  by  those  manufacturers  who  go  direct  to  the 
retail  trade,  if  logically  carried  out,  would  require  going  to  the  con- 
sumer; and  if  those  manufacturers  are  sound  in  their  reasoning,  every 
manufacturer  producing  the  same  commodity  would  go  direct  to  the 
consumer.  This  would  lead  to  a  situation  which  would  be  wasteful,  and 
would  become  impossible. 

The  various  alleged  advantages  cancel  out,  as  it  were.  The  question 
of  excessive  advertising  is  like  the  question  of  armament  among  na- 
tions: If  everyone  engaged  in  the  mad  struggle  to  cover  a  greater 
area  of  paper  with  pictures  of  his  product,  we  should  be  left  just 
where  we  wxre  when  we  began  the  struggle,  with  the  difference  that 
the  consumer  must  foot  the  bill  (or,  as  is  now  the  case,  Uncle  Sam  has 
it  taken  out  of  his  excess  profits  taxes).  If  everyone  gets  an  inside 
price,  no  one  has  an  advantage  in  getting  it.  And  so  it  goes  on  down 
the  list. 

I  am  inclined  to  the  opinion  that,  in  most  cases,  the  outcome  of  the 
present  disturbed  conditions  in  the  marketing  world  will  be  a  return 
to  the  old  and  logical  trade  channels,  with  a  distinct  recognition  of  the 
separate  functions  of  the  wholesaler  and  the  retailer;  and  I  believe  that 
if  the  Avholesaler  and  retailer  will  profit  by  the  lessons  which  they 
are  in  process  of  learning,  this  will  be  beneficial  to  the  public. 

L.  C.  Gray. — Professor  Haney  has  based  his  objections  to  large- 
scale  organization  in  marketing  largely  on  the  ground  that  the  eco- 
nomic benefits  are  not  passed  on  to  the  consumer  but  are  retained  as 
profits  by  the  marketing  agencies.  As  I  understand  it,  the  subject  of 
discussion   is   whether   large-scale   organization   in   marketing   is    eco- 
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nomical.  Whether  or  not  the  benefits  of  such  economy  are  enjoyed  by 
the  consumer  or  by  the  marketing  agencies  is  another  question.  Con- 
ceivably there  might  be  considerable  economies  in  large-scale  organiza- 
tion even  though  the  producers  alone  profited  thereby.  In  such  a  case 
the  problem  of  government  would  be  to  regulate  the  distribution  of 
benefits  in  accordance  with  the  principle  of  fairness  without  destroy- 
ing economies  effected  by  large-scale  organization. 

I  am  inclined  to  think  that  Professor  Haney  emphasized  too  much 
the  purely  acquisitive  character  of  some  of  the  practices  of  large-scale 
marketing  organization,  including  advertising,  full-line-forcing,  and 
uniform  brands.  Although  some  advertising  may  not  be  economical 
and  may  be  carried  to  an  extreme,  yet  it  is  probable  that  it  may  have 
the  effect  of  reducing  other  selling  expenses,  such  as  expense  of  main- 
taining commercial  travellers.  This  is  especially  likely  to  be  the  case 
when  the  advertising  is  supplemented  by  the  maintenance  of  a  full  line 
under  a  single  brand.  Instead  of  numerous  travelling  salesmen  and 
other  agents  each  selling  a  single  line,  the  same  salesman  can  carry  the 
full  line.  Moreover,  the  full  line  and  single  brand  may  probably  re- 
sult in  considerable  economies  in  advertising  expenses. 

The  question  may  be  raised  whether  the  integration  of  producing 
and  marketing  agencies  by  combining  producers,  wholesalers,  and  re- 
tailers in  a  single  organization  does  not  involve  considerable  economies 
by  reducing  the  uncertainties  and  irregularities  of  trade.  The  whole- 
sale division  of  the  firm  supplies  the  producer  with  a  more  certain  and 
a  steadier  market,  and  the  retail  division  of  the  firm  provides  a  steadier 
market  for  the  wholesale  division.  Competitive  selling  expenses  as  be- 
tween these  agencies  are  eliminated.  It  is  possible  to  concentrate  on 
the  stimulation  of  consumers'  demands. 


MINUTES  OF  BUSINESS  MEETINGS  AT  CHICAGO 
December  29,  30,  and  31,  1919 

A  meeting  of  the  Executive  Committee  was  held  on  Monday,  De- 
cember 29,  at  5  p.  M.,  in  Room  1707  of  the  Hotel  La  Salle. 

It  was  voted  to  recommend  to  the  Association  that  Mr.  E.  A.  Karcl- 
sen's  offer  of  $1500  for  prize  essays  on  profit  sharing  be  accepted,  on 
the  condition  that  satisfactory  arrangements  can  be  made  for  meeting 
the  cost  of  printing. 

It  was  voted  to  recommend  to  the  Association  that  it  participate  in 
the  Council  of  American  Learned  Societies  Devoted  to  Humanistic 
Studies. 

It  was  also  voted  to  recommend  to  the  Association  the  appointment 
of  two  special  committees,  namely:  (1)  a  finance  committee  of  five,  of 
which  the  Treasurer  and  Managing  Editor  should  be  ex-officio  mem- 
bers; (2)  a  committee  of  three  to  consider  and  report  upon  a  policy 
with  respect  to  the  election  of  honorary  members. 

The  Secretary  presented  a  communication  inviting  the  Association 
to  participate  in  a  conference  to  be  held  in  Washington  in  the  inter- 
ests of  a  movement  for  the  establishment  of  a  federal  department  of 
Public  Works.  The  Committee  voted  that  the  invitation  should  be 
declined. 

In  response  to  communications  from  members  of  the  Association  re- 
siding in  Washington  it  was  voted  to  call  the  attention  of  the  Com- 
mittee on  Resolutions  to  the  importance  of  a  proper  reclassification  of 
expert  economic  and  statistical  positions  in  the  government  service. 

The  Secretary  presented  a  communication  from  the  President  of 
the  American  Sociological  Society,  suggesting  that  both  associations 
should  select  two  fixed  places  of  meeting,  one  in  the  East  and  one  in 
the  West  (e.g.  Washington  and  Chicago)  for  alternate  years.  It  was 
voted  that  no  change  be  made  in  the  established  policy  of  the  Asso- 
ciation, and  that  the  Association  be  informed  of  this  action  of  the 
Committee. 

It  was  voted  to  instruct  the  Secretary  to  inform  the  Association  that 
the  present  Executive  Committee  recommends  that  in  the  future  the  As- 
sociation pay  the  travelling  expenses  incurred  by  members  of  the  Ex- 
ecutive Committee  in  attending  meetings  of  the  Committee  other  than 
those  held  in  connection  with  annual  meetings  of  the  Association. 

It  was  voted  that  the  special  committee  on  College  Instruction  in  the 
Social  Sciences  be  continued^  and  that  its  scope  be  extended  to  in- 
clude instruction  in  economics  in  secondary  schools. 
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The  special  committee  elected  in  1918^  to  report  a  plan  for  the 
reconstruction  of  the  Executive  Committee  submitted  a  draft  of  amend- 
ments to  the  constitution  of  the  Association,  After  discussion,  the 
proposed  amendments  were  approved  and  it  was  voted  to  recommend 
to  tlie  Association  that  they  be  adopted. 


Pursuant  to  announcement  in  the  program  a  business  meeting  of 
the  Association  was  held  in  the  Ball  Room  of  the  Hotel  La  Salle,  on 
Tuesday,  December  30,  at  9  a.  m.,  with  President  Gardner  presiding. 

The  annual  reports  of  the  Secretary  and  Treasurer  were  read  and 
each  was,  by  vote,  approved.  The  report  of  the  Auditing  Committee, 
presented  by  its  chairman.  Professor  Donald  English,  was  also,  by 
vote,  approved. 

Upon  the  recommendation  of  the  Executive  Committee  it  was  voted 
that  Mr.  E.  A.  Karelsen's  offer  of  $1500  for  prize  essays  on  profit 
sharing  be  accepted,  on  the  condition  that  satisfactory  arrangements 
can  be  made  for  meeting  the  cost  of  printing. 

Upon  the  recommendation  of  the  Executive  Committee  it  was  voted 
to  ratify  the  constitution  of  the  Council  of  American  Learned  Socie- 
ties Devoted  to  Humanistic  Studies. 

Upon  the  recommendation  of  the  Executive  Committee  it  was  voted 
that  a  special  Committee  on  Finances  be  created,  composed  of  the 
Treasurer,  the  Managing  Editor,  and  three  members  to  be  appointed 
by  President  Gardner. 

Upon  the  recommendation  of  the  Executive  Committee  it  was  voted 
that  a  committee  of  three  be  appointed  by  the  President  to  consider 
and  report  upon  a  policy  with  respect  to  honorary  members. 

Upon  the  recommendation  of  the  Executive  Committee  it  was  voted 
to  authorize  the  Treasurer  to  use  the  funds  of  the  Association  to  pay 
transportation  expenses  incurred  by  members  of  the  Executive  Com- 
mittee in  attending  meetings  of  the  Committee  other  than  those  held  in 
connection  with  annual  meetings  of  the  Association. 

The  Executive  Committee  reported  that  it  had  approved  the  fol- 
lowing amendments  to  the  Constitution  of  the  Association  and  recom- 
mended their  adoption  by  the  Association: 

Amend  Article  IV  so  as  to  read:  "The  officers  of  the  Association  shall  be 
elected  at  the  annual  meeting  and  shall  consist  of  a  President,  two  Vice- 
Presidents,  a  Secretary,  and  a  Treasurer,  whose  term  of  office  shall  be  one 
year;  a  Managing  Editor  whose  term  of  office  shall  be  three  years;  six  mem- 
bers of  the  Editorial  Board,  six  elected  members  of  the  Executive  Commit- 

iSee  Proceedings  of  Thirty-first  Annual  Meeting,  pp.  350,  354. 
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tec,  and  three  members  uf  the  Program  Committee,  whose  term  of  office  shuU 
be  three  years,  and  who  shall  be  so  classed  that  the  term  of  one  third  of  the 
elected  members  of  each  coiurnittee  shall  expire  each  year;  provided  that  the 
office  of  the  Secretary  and  that  of  Treasurer  may  be  filled  by  the  same  person. 
The  Executive  Committee  shall  consist  of  the  President,  the  Vice-Presidents, 
the  Secretary,  the  Treasurer,  the  Managing  Editor,  the  three  ex-Presidents 
who  have  last  held  office,  and  six  elected  members." 

Amend  Section  1  of  Article  V  so  as  to  read:  "The  President  ...  in  con- 
sultation with  the  Program  Committee,  shall  prepare  the  program  for  the 
annual  meetings.  .  .  ." 

Amend  Section  '4  of  Article  V  by  striking  out  the  words,  "other  than  the 
Vice-Presidents,"  so  that  the  last  sentence  of  that  Section  shall  read:  "A 
quorum  shall  consist  of  five  members." 

Amend  Section  5  of  Article  V  by  adding  the  words:  "The  Managing  Editor 
shall  be  ex-officio  member  and  Chairman  of  the  Editorial  Board." 

By  vote,  the  recommendation  of  the  Executive  Committee  was  ap- 
proved and  the  amendments  were  adopted. 

The  Committee  on  Cooperation  of  Economists  reported  through  its 
chairman,  Professor  A.  A.  Young,  that  because  the  conditions  which 
had  led  to  the  creation  of  the  committee  had  ceased  to  exist,  the  com- 
mittee asked  to  be  discharged.     By  vote  the  committee  was  discharged. 

The  Sub-committee  on  Index  Numbers  of  the  Committee  on  the 
Purchasing  Power  of  Money  presented  a  brief  report  of  plans,  through 
its  chairman,  Professor  Irving  Fisher.  The  sub-committee  was  con- 
tinued. 

A  report  from  the  Committee  on  the  Utilization  of  the  Economic 
and  Statistical  Material  in  the  Draft  Questionnaires,  presented  through 
its  chairman,  Dr.  John  Cummings,  Avas  received  and  ordered  to  be 
printed.  The  committee  was  discharged  and  the  Secretary  was  in- 
structed to  transmit  a  copy  of  its  report  to  the  chairman  of  the  Joint 
Committee  on  a  Government  Archives  Building. 

Professor  W.  F.  Willcox  presented  a  report  on  behalf  of  the  Com- 
mittee on  Federal  Work  in  Statistics.  The  report  was  received  and 
tlie  committee  was  continued.  The  printing  of  the  report  was  re- 
ferred to  the  Secretary  in  consultation  with  the  secretary  of  the  Ameri- 
can Statistical  Association. 

President  Gardner  announced  the  appointment  of  the  following  com- 
mittees : 

On  Nominations:  Messrs.  Irving  Fisher  (chairman),  M.  B.  Ham- 
mond, W.  F.  Willcox,  W.  E.  Hotchkiss,  T.  N.  Carver. 

On  Resolutions:  Messrs.  M.  H.  Robinson,  J.  E.  Le  Rossignol, 
R.  G.  Blakey. 
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Pursuant  to  announcement  a  second  business  meeting  of  the  Asso- 
ciation was  held  in  the  Ball  Room  of  the  Hotel  La  Salle  on  Wednes- 
day, December  31,  at  9  a.  m.,  with  President  Gardner  presiding. 

A  report  from  the  Committee  on  Foreign  Trade,  presented  by  its 
chairman,  Mr.  E.  M.  Friedman,  was  received  and  ordered  to  be 
printed  and  the  committee  was  discharged. 

A  report  from  the  Committee  on  Coordination  in  Taxation,  pre- 
sented by  its  chairman,  Mr.  R.  R.  Bowker,  was  received  and  ordered 
to  be  printed.  The  committee  was  continued  pending  the  final  re- 
vision of  the  report. 

Professor  W.  H.  Hamilton  presented  an  informal  report  from  the 
Committee  on  an  Institute  of  Economic  Research.  The  plans  of  the 
National  Bureau  of  Economic  Research  were  also  briefly  explained 
by  Mr.  M.  C.  Rorty.  The  report  of  the  committee  was  accepted.  The 
continuance  of  the  committee  was  left  in  the  hands  of  the  President. 
Upon  motion  by  Professor  Irving  Fisher,  the  Executive  Committee  was 
authorized  to  appoint,  upon  invitation  and  after  investigation,  a  di- 
rector representing  the  Association  upon  the  National  Bureau  of  Eco- 
nomic Research. 

The  Committee  on  Nominations  presented  the  following  names: 
For  President,  H.  J.  Davenport;  for  Vice-Presidents,  James  A.  Field 
and  Thornton  Cooke;  for  Secretary-Treasurer,  A.  A.  Young;  for 
elected  members  of  the  Executive  Committee,  Richard  T.  Ely  and 
Harley  L.  Lutz;  for  Managing  Editor,  Davis  R.  Dewey;  for  members 
of  the  Editorial  Board,  Carl  C.  Plehn,  Julius  H.  Parmelee;  for  mem- 
bers of  the  Program  Committee,  David  Friday  (chairman,  to  serve 
three  years),  W.  H.  Hamilton  (two  years),  E.  G.  Nourse  (one  year). 
By  vote  the  Secretary  was  instructed  to  cast  the  unanimous  ballot  of 
the  members  present  for  the  names  thus  put  in  nomination.  The  vote 
was  so  cast,  and  the  persons  named  were  elected. 

The  Committee  on  Resolutions  submitted  as  a  report  the  following 
draft  resolutions: 

Resolved,  That  we,  the  members  of  the  American  Economic  Association 
attending  the  thirty-second  annual  meeting,  express  our  sincere  appreciation  of 
the  generous  hospitality  of  our  hosts,  the  University  of  Chicago  and  North- 
western University,  and  of  the  services  of  Dean  L.  C.  Marshall  and  his  asso- 
ciates, who  have  done  so  much  to  make  the  Chicago  meeting  one  of  the  most 
successful  in  the  history  of  the  Association. 

Resolved,  That  the  American  Economic  Association  hereby  expresses  its 
conviction  that  a  general  reclassification  of  the  positions  open  to  economists 
and  statisticians  in  the  federal  service  and  a  general  increase  in  the  salaries 
attached  to  such  positions  are  necessary  if  men  of  ability  and  of  adequate 
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technical  training  are  to  lie  attracted  to  that  service  as  affording  an  oppor- 
tunity for  a  professional  career,  and  that  the  Secretary  of  the  Association 
be  instructed  to  place  a  copy  of  this  resolution  in  the  hands  of  the  Congres- 
sional Joint   Corninission   on   Reclassification   of  Salaries. 

Roy  G.  Blakev, 
J.  E.  Le  Rossionoi., 
Maurice  H.  Robinson,  Chairman. 

By  vote,  the  report  of  the  committee  was  approved,  and  the  reso- 
lutions were  adopted. 


REPORT  OF  THE   SECRETARY  FOR  THE  YEAR  ENDING 
DECEMBER  29,  1919 

The  Executive  Committee  met  in  the  offices  of  the  College  of  Ad- 
ministration and  Finance  of  the  University  of  Chicago  on  June  6. 
Those  present  were  President  Gardner  and  Messrs.  Deibler,  Ely, 
Gephart,  Marshall,  Robinson,  Taylor,  and  Young. 

It  was  voted  that  the  time  within  which  papers  entered  in  com- 
petition for  the  Karelsen  prizes^  must  be  submitted  be  extended  to 
October  1,  1920.  The  Committee  in  charge,  appointed  by  President 
Gardner,  consists  of  Professor  Frank  A.  Fetter  (chairman).  Profes- 
sor James  H.  Tufts,  and  Mrs.  Irene  Osgood  Andrews. 

The  Managing  Editor  and  the  Secretary  were  authorized  to  make 
new  contracts  for  the  printing  of  the  Review  and  its  supplements,  it 
being  understood  that  despite  necessary  increases  in  printing  costs 
there  should  be  no  reduction  in  the  size  or  scope  of  the  Association's 
publications. 

Of  the  various  outstanding  special  committees  of  the  Association,^ 
those  on  Price  Fixing,  on  TransiDortation,  and  on  the  Curriculum  of 
the  Arts  College  were  discharged,  but  without  prejudice  to  the  replace- 
ment of  the  committee  last-named  by  another  committee  or  commit- 
tees. The  committees  on  Foreign  Trade,  on  Marketing,  on  Coopera- 
tion of  Economists,  on  Coordination  in  Taxation,  on  College  Instruc- 
tion in  the  Social  Sciences,  and  the  sub-committees  on  Index  Numbers 
and  on  the  Purchasing  Power  of  Money  of  the  general  committee  on 
the  Purchasing  Power  of  Money  were  continued,  as  was  also  the  com- 
mittee on  War  Finance,  which  was  authorized  to  extend  its  work  to 
cover  problems  of  the  period  of  readjustment. 

The  President  was  authorized  to  appoint  a  committee  of  three  to 
investigate  and  report  upon  the  utilization  of  the  economic  and  sta- 
tistical material  contained  in  the  draft  questionnaires^  and  to  invite 
the  American  Statistical  Association  to  appoint  a  cooperating  commit- 
tee. 

The  President  was  also  authorized  to  enter  into  discussions  with 
the  National  Board  for  Historical  Service,  with  the  American  Statisti- 
cal Association,  and  with  other  organizations  likely  to  be  interested, 

1  See  Proceedings  of  Thirty-first  Annual  Meeting,  p.  350. 
2/6td,  pp.  356,  357. 

^Ibid.,  p.  LJO.  The  committee  appointed  by  the  President  was  composed  of 
Dr.  John  Cummings   (chairman),  Dr.  W.  F.  Willoughby,  and  Dr.  J.  A.  Hill. 
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relative  to  the  preservation,  organization,  and  utilization  of  the  material 
on  price-fixing  collected  by  various  war  boards  and  other  organiza- 
tions.* 

Proposals  looking  toward  the  foundation  of  an  Institute  of  Economic 
Research  having  been  transmitted  to  the  Association  througli  Profes- 
sor Irving  Fisher,  the  President  was  autliorized  to  appoint  a  commit- 
tee of  five  to  confer  with  Professor  Fisher  and  with  others  interested 
in  the  matter,  and  to  report  at  tlie  annual  meeting.  The  matter  of  the 
direction  of  graduate  study  toward  the  use  of  the  price-fixing  material 
mentioned  above  was  also  referred  to  this  committee. ° 

The  President's  appointment  of  Dr.  Victor  S.  Clark  to  represent 
the  Association  on  a  joint  committee  (including  representatives  of  the 
American  Historical  Association  and  the  American  Political  Science 
Association)  on  a  National  Hall  of  Records  was  approved. 

Last  year,  at  the  Richmond  meeting,  the  Association  had  expressed 
a  preference  for  Lexington,  Kentucky,  as  the  place  of  meeting  for 
1919.  Later,  however,  it  was  reported  by  President  F.  L.  McVey  of 
the  University  of  Kentucky  that  by  reason  of  alterations  the  hotel 
accommodations  in  Lexington  were  likely  to  be  inadequate  this  year. 
The  Executive  Committe  therefore  decided  that  the  annual  meeting  of 
the  Association  for  1919  should  be  held  in  Chicago.  The  program  for 
the  meeting  was  also  discussed,  as  it  was  again  later  in  the  year  at  an 
informal  conference  brought  together  by  President  Gardner  at  the 
City  Club,  New  York. 

At  the  suggestion  of  the  Librarian  of  Congress,  and  with  the  ap- 
proval of  the  Executive  Committee,  we  have  contributed  a  set  of  our 
publications  to  the  Library  of  the  University  of  Louvain. 

On  September  19,  the  President  and  Secretary  attended,  by  invita- 
tion, a  conference  of  representatives  of  American  learned  societies  de- 
voted to  humanistic  studies,  held  at  the  building  of  the  American 
Academy  of  Arts  and  Sciences  in  Boston,  The  other  societies  repre- 
sented were  the  American  Philosophical  Society,  the  American  x^cad- 
emy  of  Arts  and  Sciences,  the  American  Antiquarian  Society,  the 
American  Oriental  Society,  the  American  Philological  Association,  the 
Archeological   Institute   of  America,  the   Modern   Language   Assoeia- 

*  Ibid.,  p.  352.  Mr.  Charles  Moore,  of  the  Division  of  Manuscripts  of  the 
Library  of  Congress,  was  appointed  by  President  Gardner  to  represent  the 
Association  in  this  matter. 

5  The  committee,  later  appointed  by  President  Gardner,  is  as  follows:  E.  D, 
Jones  (chairman),  A.  A,  Young,  Irving  Fisher,  G.  E.  Barnett,  and  W,  H. 
Hamilton, 
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tion  of  America,  the  American  Historical  Association,  and  the  Ameri- 
can Philosophical  Association.  The  purpose  of  the  conference  was 
to  discuss  the  possible  affiliation  of  American  societies  with  the  re- 
centl.y-created  Union  Academique  Internationale,  an  international  or- 
ganization of  learned  societies  devoted  to  humanistic  studies^  with  its 
seat  at  Brussels. 

At  the  Boston  conference  it  was  shown  that  the  organization  of  the 
Union  Academique  (or  International  Union  of  Academies)  presup- 
posed the  existence  in  each  country  of  a  single  body  or  group  authori- 
tatively representative  of  the  humanistic  studies.  But  the  United 
States  has  merely  a  number  of  strong  independent  and  voluntary  so- 
cieties, each  devoted  to  a  single  field.  It  was  found  to  be  the  opinion 
of  those  present  at  the  Boston  conference  that  American  learned  so- 
cieties devoted  to  humanistic  studies  should  participate  as  a  group  in 
the  Union  Academique,  and  arrangements  were  made  for  the  atten- 
dance of  American  delegates  at  its  October  session. 

To  secure  this  group  participation,  a  constitution  was  framed  for 
an  American  Council  of  Learned  Societies  Devoted  to  Humanistic 
Studies.  The  societies  represented  at  the  Boston  conference,  together 
with  the  American  Political  Science  Association,  the  American  Socio- 
logical Society,  and  the  American  Society  of  International  Law  are 
invited  to  become  members,  and  other  societies  may  be  admitted  by  a 
three-fourths  vote.  Each  member  society  is  represented  upon  the 
council  by  two  elected  delegates,  and  contributes  to  its  expenses  (and 
those  of  the  Union  Academique)  an  annual  sum  of  not  more  than  five 
cents  for  each  member  of  the  society.  The  constitution  goes  into 
effect  when  ratified  by  any  seven  of  the  societies  named. 

The  changes  in  our  list  of  members  and  subscribers  during  the  year 
have  been  as  follows : 

Members  and  subscribers  in  December,  1918 2678 

Annual  members  in  December,  1918 2138* 

Members  resigned   in   1919 131 

Removed  for  lack  of  address 14 

Members  dropped  for  non-payment  of  dues 54 

Annual  members  died    24 

293 

1905 

New  members  added  in  1919 217 

Subscribers  changed  to  annual  members 3 

220 

Total  annual  members  in  1919 2125 
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Life  members  in  December,  1918 89' 

New  life  member  in  1919 1 

90 

Deaths  of  life  members  reported  in   1919 4 

86 

Honorary  members    .5 

Total  members  in  December,   1919 221G 

Subscribers   in   December,   1918 4.5(5 

Subscribers   discontinued   in    1919 Ij 

Subscribers  changed   to  members !} 

—     48 

408 

Xew  subscribers   in   1919 90 

Subscribers   in   December,   1919 498 

Total  members  and  subscribers  in  December,  1919 2714 

Net  gain   in  members   and   subscribers 36 

From  the  names  which  we  had  to  drop  from  our  rolls,  we  must 
single  out,  for  appropriate  record,  those  of  members  whose  deaths  have 
been  reported  to  the  Secretary's  office  during  the  year. 

Allinson,  May  Lunger,  John  B. 

Blades,  James  B.  McKittrick,  Reuben 

Brown,  Reginald  L.  Page,  Edward  D. 
Carnegie,   Andrew    (Life   Mem-     Palgrave,  R.   H.  I.   (Life  Mem- 
ber) ber) 

Chen,  W.  K.  de  Pena,  Charles 

Cochrane,  Alex,  Richmond,  Stacy  C. 

Douglas,   James  Seligman,  Isaac  N.   (Life  Mem- 
EsTABROOK,  Henry  D.  ber) 

Field,  E.  B.  Stanley,  Francis  E.  (Life  Mem- 
FiTZPATRicK,  T.  B.  ber) 

Hill,  Fred  B.  Tuttle,  A.  L. 

HoRTON,  L.  L.  Weyl,  Walter  E. 

KiME,  Virgil  White,  Bishop 

Lombardi,  C.  Whitnack,  R.  C. 

Loos,  Isaac  A.  Wilson,  Alexander  ]M. 

Despite  our  continued  growth  in  membership,  the  Secretary  has  to 
report  that  for  the  first  time  since  the  annual  dues  were  increased 
from  tliree  dollars  to  five,  the  accounts  of  the  Association  show  a 
net  deficit  for  the  year.  This  deficit,  amounting  to  nearly  $1700,  is 
to  be  contrasted  with  the  annual  surplus  of  about  $500  normally  ex- 
perienced in  recent  years. 

6  2130 — 2  life  members  counted  as  annual  members  in  1918. 

7  87-|-2  life  members  counted  as  annual  members  in  1918, 
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The  explanation  is  to  be  found  very  largely  in  the  increased  cost 
of  paper  and  printing.  Our  publication  expenses  for  the  year  ex- 
ceeded the  corresponding  expenses  for  1918  by  over  $1800.  Neces- 
sary and  long  delayed  increases  in  office  salaries  account  for  most  of 
the  remaining  difference  between  our  financial  experience  in  1919  and 
in  the  j'cars  immediately  preceding.  There  is  no  reason  to  expect  an 
immediate  decrease  in  our  necessary  scale  of  expenses.  Even  now  we 
are  encountering  further  increases  in  printing  costs.  Some  small 
economies  in  our  publication  policies  are  possible,  but  it  is  the  opinion 
of  our  Executive  Committee,  and  it  is  believed  to  be  the  opinion  of 
the  Association,  that  any  reduction  in  the  general  scheme  of  our  publi- 
cations or  any  other  new  limitations  put  upon  the  Managing  Editor 
would  be  undesirable  and  regrettable. 

The  apparently  obvious  way  to  increase  our  income  is  by  increas- 
ing our  membership.  But  it  has  been  our  experience  that  efforts  to  ex- 
tend our  membership  list  meet  with  rapidly  diminishing  returns  if  we 
go  very  far  beyond  the  regrettably  small  group  of  persons  who  are 
definitely  interested  in  the  scientific  study  of  economic  problems.  We 
cannot  go  very  far  in  the  direction  of  securing  and  holding  a  larger 
number  of  members  without  lowering  our  standards,  and,  it  is  to  be 
feared,  diminishing  our  influence.  Our  fundamental  purposes  must  be 
defined  by  the  fact  that  we  are  primarily  a  learned,  or  if  you  prefer, 
a  professional  society. 

For  the  next  year,  and,  if  necessary,  for  some  years  more^  our  ac- 
cumulated surplus  will  carry  us  through.  But  in  the  meanwhile  it  is 
necessary  that  we  arrange  to  put  our  affairs  upon  a  more  satisfactory 
basis.  The  consideration  of  these  problems  might  properly  be  en- 
trusted to  a  special  committee. 

Respectfully  submitted. 

Allyn  a.  Young,  Secretary. 


REPORT  OF  THE  TREASURER  FOR  THE  YEAR  ENDING 
DECEMBER  19,  1919 

The  following  is  the  usual  annual  summary  of  receipts  and  expendi- 
tures. It  should  be  interpreted  in  the  light  of  the  income  statement, 
showing  accruals  of  income  and  outgo,  presented  in  the  report  of  the 
Auditing  Committee. 

Cash   Receivts  axd  Expenditures 

Cash  on  hand   December    19,   1918 $5,481.94. 

Receipts 

Membership  Dues   $10,441.68 

Life    Memberships    100.00 

Karelsen   Prize   Fund    1,500.00 

Reprints  of  1918  paid  in  1919 12.73 

Subscriptions    2,418.51 

Sales  of  Publications    843.65 

Interest    381.78 

Profit   and   Loss 9.,35 

15,707.70 

$31,193.64 

Expenditures 

Investment  in  3  Victory  Bonds  $1,000.00 

Accounts  of  1918  paid 1,703.26 

Expenses   of  Committees 585.53 

Furniture  and   Fixtures 6.40 

Publications 

Review  Printing   (net) $3,188.83 

Review   Editorial    2,731.50 

Review  Expenses  and  Sujiplies 1,673.77 

$7,544.09 

Proceedings    and    Handbook 2,054.84 

Sundry  Publication  Expenses 106.15 

9,705.08 

Secretary's  Office 

Office   Salaries    $1,989.43 

Traveling  Expenses   of  Secretary..  78.00 

Stationery    and    Printing 332.99 

Office    Supplies    *. 18.45 

Office   Postage    368.65 

Telegraph   and    Telephone 66.99 

Express    and    Carting .85 

Miscellaneous   Expenses    39.60 

Annual   Meeting    371.83 

3,056.79 

Insurance     70.96 

Storage  of  Publications 150.00 

$16,377.03 

Cash  on  Hand,  December  18,  1919 

Central   Trust   Co $3,847.97 

Ithaca  Trust   Co 717.43 

Tompkins   County    National   Bank 325.23 

Checks  not  Deposited 25.00 

: 4,915.62 

$31,192.64 

Respectfully  submitted. 

Allyn  a.  Young,  Treasure!-. 


REPORT  OF  THE  AUDITING  COMMITTEE 

Ithaca,  N.  Y.,  December  20,  1919. 
To  the  American  Economic  Association: 

An  audit  in  detail  of  the  accounts  of  the  Secretary-Treasurer  of  the 
Association,  for  the  fiscal  year  ended  December  18,  1919,  has  been 
made  by  your  committee.  The  accompanying  statement  of  income  and 
outgo,  balance  sheet,  and  exhibit  of  charges  and  credits  to  surplus, 
are  in  our  opinion  correct,  and  we  certify  that  the  ledger  accounts  are 
in  full  agreement  with  the  balance  sheet  here  presented. 
Very  respectfully, 

Donald  English, 
Abbott  Payson  Usher, 
James  E.  Boyle, 

Auditing  Committee. 

Balance  Sheet:  December  19 

Assets  Liabilities 

Cash  on  Hand  and  in  Bank..    $350.23  Membership  Dues  Prepaid...    .$268.25 

Cash  in  Savings  Accounts:  Accounts  Payable   1,004.58 

Ithaca  Trust  Co. . .    $717.'42  Life  Membership   1,300.00 

Central  Trust   Co.,  Reserves: 

Cambridge,  Mass.  3,847.97  Defaulted  Membership  Dues 

4,565.39  Receivable    $500.00 

Investments:  Bad  Accounts  Re- 
United    Fruit    Co.                                           ceivable 50.00 

4i/o's  of  1923 $2,000.00  550.00 

2d  Liberty  Loan..   1,000.00  Prize  Fund  Reserve 1,500.00 

3d  Liberty  Loan . .   1,000.00  Surplus   7,505.29 

Victory  Loan   1,000.00 

5,000.00 

Membership  Dues  Receivable  1,201.25 

Accounts  Receivable 250.85 

Paper  Stock    504.00 

Furniture     and     Fixtures    in 

Secretary-Treasurer's  Office     256.40 

$12,128.12  $12,128.12 

Surplus  Accoukt 

Balance,  December   18,  1918 •. $8,914.75 

Miscellaneous  Credits — Net   102.35 

Defaulted    Membership    Duesi    $329.75 

Less    Reserve    500.00 

170.25 

Uncollectible  Accounts  Receivablei $43.58 

Less  Reserve  50.00 

■ 6.42 

$9,193.77 
Net  Deficit,  1919  1,688.48 

Surplus,  December   18,   1919 $7.505.29 

1  Accounts  of  1918  and  prior. 
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IXCOME    StATKMKKT 

Ordinary  Income 

Dues    $10,743.68 

Less   Def;iultecl2    136.50 

$10,607.18 

Interest    381.78 

—  $10,988.90 

Ordln.ary  Outgo 

Office   Salaries    $1,989.43 

Traveling  Expenses    78.00 

Stationery   and   Office   Printing 23:2.99 

Postage  * 368.17 

Office    Supplies    18.45 

Telephone   and   Telegraph 66.99 

Freight  and  Cartage 1.83 

Annual   Meeting    246.0J 

Miscellaneous    29.60 

Expenses  of  Committees $585.53 

Less  Balance  of  Contribution 567.28 

18.25 

3,049.23 

Excess  of  Ordinary  Income $7,939.73 

Publication  Outgo 

Printing,  etc $5,049.50 

Editorial  Salary    1,500.00 

Contributional  ' 1,231.50 

Editorial  Expenses  and  Supplies 1,673.77 

Proceedings   and    Handbook 2,419.37 

Sundry  Expenses    101.19 

$11,975.33 

Storage    Publications    150.00 

Insurance     70.96 

220.96 

$12,196.29 
Publication  Income 

Subscriptions     $2,531.01 

Less   Defaulteds    97.50 

$2,433.51 
Sales  of  Publications    684.57 

3,118.08 

Excess  of  Publication   Outgo 9,078.21 

Excess  of  Expense  ove;-  Income $1,138.48 

Reserve  for  Defaulted  Membership   Dues...        $500.00 
Reserve  for  Bad  Accounts  Receivable 50.00 

550.00 

Net  Deficit   for  the  Year $1,688.48 

2  Due  from  members  for  1919  publications. 

3  Due  from  subscribers  for  1918  publications. 


REPORT  OF  THE  MANAGING  EDITOR  OF  THE  AMERICAN 

EC0N0:MIC  REVIEW  FOR  THE  YEAR 

ENDING  DECEMBER,  1919 

The  cost  of  publishing  the  American  Economic  Review  during  the 
current  year  has  been  greatly  in  excess  of  previous  years.  Exclusive 
of  paper,  the  printing  cost  is  $3768.30  as  compared  with  $2233.93  in 
1918.  In  1918  the  Association  bought  a  large  quantity  of  paper  in 
advance  of  the  year's  publication  to  provide  for  the  needs  of  1919  and 
this  stock  has  been  drawn  upon  for  current  needs.  The  Treasurer 
advises  me  that  $925.75  is  to  be  charged  against  the  Review  for  this 
item.  This  will  make  the  total  cost  of  printing  for  1919,  $5049.50. 
The  total  paper  cost  for  1919  is  $1281.20  as  compared  with  $904.75 
for  1918. 

Additional  increase  in  the  cost  of  the  Review  is  due  to  the  advance 
in  printing  charges.  No  change  in  prices  has  been  made  by  the 
Princeton  University  Press  until  this  year.  A  change  in  specifications 
was  made  for  the  March  number.  This,  however,  was  unsatisfactory 
to  the  Princeton  University  Press,  as  according  to  its  representation 
there  was  still  a  loss.  A  further  revision  was  made  in  printing  the 
September  issue  whereby  we  have  temporarily  extended  the  contract 
on  a  cost-plus-ten-per-cent  basis. 

The  volume  for  this  year  covers  948  pages  as  compared  with  984 
in  1917  and  906  in  1918.  By  principal  items  the  cost  has  been  as 
follows : 

Salary    of    editor .$1500.00 

Payments  to  contributors 1231.50 

Clerical    assistance    1335.93 

Supplies    347.84 

Printing    5049.50 

Total    $9454.77 

The  average  edition  published  during  the  past  year  has  been  3113. 
The  following  have  served  as  editors:  Professor  F.  A.  Fetter  and 
Professor  H.  E.  Mills,  whose  terms  expire  this  year;  Professor  G.  E. 
Barnett  and  Dr.  L.  H.  Haney,  whose  terms  expire  in  1920;  and  Pro- 
fessor A.  E.  Cance  and  Professor  W.  E.  Hotchkiss,  whose  terms  ex- 
pire in  1921. 

There  have  been  three  changes  in  the  staff  which  has  cooperated  in 
the  abstracts  of  periodical  articles.  Professor  R.  E.  Heilman  has  re- 
signed the  section  of  Public  Utilities  and  has  been  succeeded  bv  Dr. 
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Charles  A.  jNIorgan,  of  the  Bureau  of  Standards,  Wasliington.  Pro- 
fessor E.  L.  Bogart,  in  the  section  of  Economic  History  of  tlie  United 
States,  is  to  be  succeeded  by  Miss  Amelia  C.  Ford,  of  Milwaukee- 
Downer  College.  Professor  AUyn  A.  Young,  in  the  section  on  Sta- 
tistics, will  be  succeeded  by  Professor  Horace  Secrist  of  Northwestern 
University. 

During  the  past  year  126  persons  have  cooperated  in  writing  for 
the  Review,  including  leading  articles,  communications,  reviews,  docu- 
ments, notes,  and  licriodical  abstracts. 

Appended  are  comparative  tables  showing  the  distribution  of  con- 
tents and  costs  by  principal  items,  in  continuation  of  tables  ))rcviously 
given. 

Davis  R.  Dewey,  Managing  Editor. 

Table  1. — Pages  Gi\T;i«r  to  Each  Section 


Year 

Leading 
articles 

Re- 
views 

New  books 
listed 

Documents, 
repts.  etc. 

Periodical 
abstracts 

Notes 

Doct. 
diss. 

Totals 

1911 

342 

304 

62 

89 

133 

'40 

8 

978 

1912 

291 

298 

101 

110 

186 

■41 

11 

1038 

1913 

347 

268 

104 

141 

167 

43 

8 

1078 

1914 

337 

243 

136 

113 

166 

35 

10 

1030 

1915 

314 

2.57 

90 

142 

144 

42 

14 

1003 

1916 

388 

2,56 

91 

90 

140 

46 

14 

1024 

1917 

378 

192 

110 

127 

120 

42 

15 

984 

1918 

372 

157 

91 

112 

99 

41 

17 

906 

1919 

373 

163 

154 

103 

95 

47 

12 

948 

Table  2. — Number  of  Items  ix  Each  Sectiojt 


Year 

Leading 

Re- 

New books 

Document 

Periodical 

articles 

views 

listed 

notes 

abstracts 

1911 

21 

207 

785 

27 

1074 

1912 

17 

213 

1452 

32 

1727 

1913 

20 

198 

1416 

42 

1877 

1914 

20 

145 

1575 

33 

2021 

1915 

16 

135 

1062 

29 

1758 

1916 

24 

143 

1024 

22 

1586 

1917 

20 

100 

1L56 

25 

1441 

1918 

22 

64 

923 

27 

1264 

1919 

22 

76 

1471* 

21 

1295 

Of  which  85  were  briefly  reviewed. 
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Table  3. — Percentage  Given  to  Each  Section 


Year 

Leading 
articles 

Re- 
views 

New  books 
listed 

Documents, 
repts.,  etc. 

Periodical 
abstracts 

Notes 

Doct. 
diss. 

1911 

34.9 

31.0 

6.2 

9.1 

13.4 

4.0 

.8 

1912 

28.0 

28.7 

9.6 

10.6 

17.9 

4.0 

1.0 

1913 

32.2 

24.9 

9.6 

13.0 

15.5 

4.0 

.7 

1914 

31.8 

23.6 

13.2 

11.0 

16.1 

3.4 

.9 

1915 

31.3 

25.7 

9.0 

14.2 

14.4 

4.2 

1.3 

1916 

37.9 

25.0 

8.9 

8.8 

13.7 

4.5 

1.2 

1917 

37.'4 

19.7 

11.1 

12.9 

12.2 

4.2 

1.2 

1918 

41.1 

17.3 

10.2 

12.4 

11.0 

4.6 

1.7 

1919 

39.2 

17.1 

16.2 

11.4 

10.0 

4.9 

.12 

Table  4. — Expendituues 


Year 

Printing 

Salary  of 
editor 

Papnents  to 
contributors 

Clerical 

Supplies 

Totals 

1911 

$2495.18 

$1500.00 

$1320.25 

$865.50 

$413.51 

$6730.59* 

1912 

3220.83 

1500.00 

1114.50 

794.89 

292.68 

6922.90 

1913 

3328.01 

1500.00 

1268.35 

983.09 

325.10 

7404.55 

1914 

3023.62 

1500.00 

1312.25 

1236.29 

459.18 

7531.34 

1915 

2834.91 

1500.00 

1210.00 

1171.87 

286.86 

7003.64 

1916 

3257.27 

1500.00 

1422.50 

1173.93 

339.86 

7694.06 

1917 

3762.3'; 

1500.00 

1267.00 

1151.30 

326.01 

8006.68 

1918 

3497.73 

1500.00 

1203.25 

1260.06 

332.73 

7793.73 

1919 

5049.50 

1500.00 

1231.50 

1325.93 

347.84 

9454.77 

Includes  $136.15,  traveling  expenses  of  editors. 


REPORT  OF  THE  COMMITTEE  ON  FOREIGN  TRADE 

This,  tlie  second  report  of  the  Committee  on  Foreign  Trade,  will 
cover  the  eifect  of  the  war  on  the  volume,  direction,  and  the  constituent 
commodities  of  international  trade,  and  will  attempt  to  analyze  some 
of  the  conditions  that  afifect  the  outlook. 

I.  The  Effects  of  the  War 
The  war  had  a  very  profound  effect  upon  the  trade  of  the  world. 
In  belligerent  countries  normal  production  was  curtailed  and  there- 
fore exports  declined.  The  domestic  production  of  commodities  needed 
by  the  warring  nations  was  insufficient  and  these  had  to  be  imported. 
The  excess  of  imports  was  financed  by  shipments  of  gold,  the  sale  of 
securities,  and  by  borrowing.  The  trade  currents  prevailing  before 
the  war  were  upset. 

A.  The  Volume  of  Trade. — The  countries  at  war  greatly  increased 
their  exports  in  amount  and  to  a  less  extent  in  tonnage.  The  countries 
on  the  American  continent  on  the  whole  greatly  increased  their  exports. 
Japan  did  likewise.  The  countries  blockaded,  Germany  and  Austria, 
experienced  a  tremendous  decline  in  trade.  The  trade  of  Holland, 
Spain,  and  Russia  declined  as  an  incident  to  the  blockade.  Because 
of  the  long  sea  voyage  involved  and  the  shortage  in  shipping,  the  trade 
of  British  India,  Australia,  and  South  Africa  also  fell  in  volume. 

B.  Comviodities  of  Trade.— Jiecause  the  belligerents  of  Europe 
needed  enormous  quantities  of  war  materials  and  other  goods  for  con- 
sumption, their  imports  of  manufactures  increased  relatively  and  the 
imports  of  raw  material  decreased  relatively.  Western  Europe  was 
cut  off  from  its  sources  of  food  supply  in  Russia  and  Southeastern 
Europe,  and  the  entire  burden  of  producing  food  for  the  Western  Euro- 
pean countries  was  thrown  upon  the  Americas.  Australia  and  India 
were  too  far  removed  to  permit  the  utilization  of  much  needed  tonnage 
for  the  long  ocean  trip.  Because  Germany  was  under  blockade,  the 
countries  which  she  had  supplied  with  chemicals,  dj'^e-stuffs,  porcelain, 
machinery,  electrical  goods,  toys,  and  specialties  had  to  turn  to  other 
countries  like  Switzerland,  the  United  States,  and  Japan  for  their 
supply.  Trade  in  luxuries  was  much  reduced.  Japan,  the  United 
States,  and  in  general  the  neutrals  increased  their  imports  of  raw  ma- 
terials and  increased  their  exports  of  manufactured  goods. 

There  was  an  increased  demand  for  commodities  of  all  kinds  from 
countries  that  were  readily  accessible  to  Europe,  and  they,  therefore, 
suffered  from  a  shortage  of  goods.  On  the  other  hand,  the  demand 
upon  the  countries  far  removed  from  Europe  slackened  so  that  there 
was  a  glut  of  goods,  as  of  wheat  in  Australia,  wool  in  New  Zealand, 
and  sugar  in  Java. 

C.  Trade  Currents. — The  war  resulted  in  the  transfer  of  millions  of 
men  to  France,  where  they  had  to  be  maintained  under  conditions 
v/hich  increased  their  consumption  over  that  of  peace.  Shipping 
routes   were  therefore   focused  upon   Western  Europe   and   created   a 
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ship  shortage  in  other  lanes  of  trade,  which  was  aggravated  by  sub- 
marine warfare.  The  tonnage  passing  through  the  Suez  Canal  in 
1913  was  20,000,000  tons  and  in  1917  only  8,300,000  tons.  Because 
of  the  shortage  in  shipping,  supplies  for  Europe  had  to  be  brought 
from  the  nearest  available  center  of  production.  Tonnage  was  con- 
scripted for  the  trans-Atlantic  service.  There  was  an  increase  of  ex- 
ports to  EurojDc  and  a  decrease  of  imports  from  Europe. 

Furthermore,  trade  between  nearby  countries  increased;  for  ex- 
ample, the  trade  among  the  northern  neutrals  of  Europe,  between 
Japan  and  the  countries  skirting  the  Pacific  and  Indian  Oceans,  be- 
tween the  United  States  and  the  countries  of  North  and  South  America 
and  of  Asia.  The  trade  on  the  Pacific  greatly  increased.  The  coun- 
ti'ies  of  Asia,  East  Africa,  and  the  west  coast  of  the  Americas  traded 
with  each  other  to  a  greater  extent  than  before  the  war. 

Because  of  the  shortage  in  shipping,  heavy  commodities  were  elimi- 
nated to  a  large  extent  and  wherever  possible  home  sources  of  supply 
were  developed.  The  lack  of  those  goods  which  were  manufactured 
chiefly  in  Central  Europe  stimulated  the  establishment  of  new  branches 
on  industry  in  the  non-European  countries. 

D.  Etiirepot  and  Transshipment  Trade. — The  European  countries 
which  were  at  war  had  controlled  the  shipping  of  the  world  and  de- 
termined the  course  of  commodity  movements.  Trade  prestige  and 
established  custom  were  important  determinants  of  the  route  of  trade 
and  of  the  location  of  entrepot  centers  before  the  war.  During  the 
war,  the  blockade  and  economy  of  shipping  were  the  deciding  factors. 
American  cotton  was  sent  to  Holland  direct  instead  of  by  way  of 
Bremen  and  Liverpool.  Dutch  colonial  produce  reached  the  United 
States  directly,  instead  of  by  way  of  Amsterdam.  African  produce 
could  no  longer  be  shipped  by  way  of  Belgium  or  France.  The  United 
States  obtained  Australian  goods  across  the  Pacific  and  not  by  way 
of  London.  Trade  routes  which  were  temporarily  expedient  have  in 
some  cases  proven  to  be  permanently  efficient. 

Hamburg  and  Bremen  were  closed  tight  during  the  blockade  and 
the  transshipment  and  entrepot  trade  which  they  had  conducted  were 
eliminated.  The  European  countries  which  had  traded  with  the  out- 
side world  through  the  medium  of  Germany  now  traded  directly.  The 
trade  of  Switzerland,  Italy,  the  Baltic  States,  and  Spain,  with  the 
overseas  countries,  greath^  increased.  Furthermore,  new  centers  of 
transshipment  developed  during  the  war.  Copenhagen,  Bergen,  and 
Goteborg  rose  as  ports  of  transshipment  and  as  entrepots  supplying 
Germany  and  the  north  of  Europe. 

E.  Economic  Decentralization. — For  four  years  the  countries  de- 
pendent upon  Europe  have  been  compelled  to  seek  new  sources  of 
manufactured  goods  and  ucav  outlets  for  their  raw  materials,  or  else 
to  establish  some  local  industries  to  satisfy  their  needs.  The  indus- 
tries of  the  world,  hitherto  concentrated  chiefly  in  Europe,  have  been 
temporarily  disrupted  and  to  some  extent  permanently  decentralized. 
Tlie  transshipment  of  goods  from  the  Orient  to  America  or  from 
South  Africa  to  North  America  by  way  of  Europe  has  been   partly 
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replaced  by  direct  trade.  The  international  jobbing  business  has  been 
reduced  and  in  some  lines  eliminated.  Countries  were  compelled  to 
become  self-sufficient.  The  old  creditor  nations,  clustered  in  Europe, 
have  become  borrowers  of  widely  scattered  countries,  as  the  United 
States,  Japan,  and  Argentine,  hitherto  their  debtors.  The  world  has 
hastened  toward  a  state  of  economic  development  which  it  might  have 
taken  generations  to  attain.  The  predominance  of  Europe  in  trade 
has  declined,  and  new  commercial  spheres  have  become  defined  in 
America  and  in  the  Far  East,  centering  about  tlie  United  States  and 
Japan. 

Agricultural  countries  and  regions  producing  raw  materials  develop 
eventually  into  centers  of  industry  and  trade.  The  war  hastened 
this  process.  It  has  hastened  the  growth  of  industrial  self-sufficiency, 
the  decentralization  of  trade,  and  the  lessened  dei^endence  upon 
Europe  of  the  rest  of  the  world.  The  war  has  hastened  the  disinte- 
gration, not  only  of  political  imperialism,  but  of  commercial  imperial- 
ism as  well. 

Decentralization  is  the  prerequisite  of  federalism.  In  a  more  than 
superficial  sense,  therefore,  the  war  has  prepared  the  world  for  an 
inevitable  league  of  nations  of  some  sort.  As  the  backward  countries 
of  the  world  become  more  industrialized,  as  the  density  of  their  popu- 
lation tends  to  increase  by  migration,  the  economic  dominance  of 
Europe  will  probably  decline  still  further  but  the  interdependence  of 
the  nations  of  the  world  will  increase.  The  process  of  economic  de- 
centralization will  prepare  for  ultimate  world  federalism.  More  ex- 
tensive interdependence  of  the  nations  will  vitalize  a  league  of  nations. 

II.  The  Outlook  in  International  Trade 

A.  The  Pre-war  Balance  of  Trade. — Before  the  war  the  countries 
of  Europe,  with  the  exception  of  Russia,  had  an  excess  of  imports.  On 
the  other  hand  the  countries  of  the  American  continent,  with  the  ex- 
ception of  Canada,  and  most  of  the  partly  developed  countries  such 
as  British  India  and  South  Africa,  had  an  excess  of  exports. 

The  excess  of  imports  of  the  European  countries  was  paid  for  by 
services,  such  as  shipping  and  banking,  by  interest  on  foreign  invest- 
ments, by  the  expenditures  of  non-European  tourists  in  Europe,  and 
by  the  remittance  of  European  nationals  in  foreign  countries  to  their 
friends  and  families  in  Europe. 

B.  The  War-time  Balance  of  Trade. — The  countries  of  Europe,  on 
the  whole,  increased  their  imports  greatly.  The  non-European  coun- 
tries on  the  other  hand  had  a  large  excess  of  exports,  particularly  dur- 
ing the  later  years  of  the  war. 

Europe  paid  for  the  increased  excess  of  imports  less  by  banking 
and  shipping  services,  more  by  the  shipment  of  gold,  and  the  sale  of 
securities,  and  most  of  all  by  loans. 

C.  The  Immediate  Future. — 1.  Europe  needs  credit. — Europe  in 
part  is  devastated  and  everywhere  is  short  of  goods.  The  war-ravaged 
countries  need  food  and  machinerv.     But  even  the  neutrals  need  raw 
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materials.  Without  food  and  raw  materials  Europe  must  have  goods 
and  to  get  them  she  needs  our  credit. 

But  for  purely  selfish  reasons  we  must  lend.  In  order  to  balance 
our  international  debits  and  credits,  the  courses  before  us  are  to  cur- 
tail exports,  increase  imports,  or  to  lend.  Reduction  of  our  exports 
seems  inevitable.  However,  to  curtail  our  foreign  sales  suddenly  would 
mean  stagnation  of  industry  and  consequent  unemployment  in  many 
lines,  although  in  some  cases  the  satisfaction  of  demands  at  home  de- 
ferred during  the  war  would  absorb  the  slack  in  production  as  prices 
decline.  We  cannot  at  present  buy  more,  for  Europe  has  less  to  sell 
now  than  before  the  war.  As  a  temporary  expedient  the  course  open 
to  us  is  to  lend.  For  the  economic  welfare  of  the  country  credits  of 
some  sort  must  be  advanced  in  order  to  move  American  goods. 

2.  The  supply  of  short-term  credit. — Some  European  statesmen 
thought  that  they  could  borrow  from  America  sufficient  funds  to  re- 
store the  devastation  quickly.  Unfortunately,  that  is  not  the  case. 
The  credit  needed  is  of  two  kinds,  long-term  and  short-term.  The 
neutrals  and  the  belligerents  not  devastated  by  the  war  will  not  need 
long-term  credit  to  any  great  extent.  The  machinery  for  supplying 
short-term  credit  for  exports  consists  of  the  facilities  afforded  by  the 
Federal  Reserve  system.  However,  should  a  scarcity  of  short-term 
credit  for  exporters  arise,  there  are  untapped  reserves  in  the  discount 
houses  which  may  accept  drafts  up  to  several  times  their  capital.  To 
a  great  extent  these  institutions  would  relieve  the  banks  of  deposit  of 
the  risk  of  too  heavy  commitments  on  account  of  foreign  acceptance 
liabilities  in  addition  to  their  ordinary  commercial  risks.  Several  of 
these  have  been  established. 

S.  The  supply  of  long-term  credit. — Six  months'  credit,  even  with 
a  renewal,  would  hardly  provide  for  the  needs  of  countries  in  which 
factories  and  even  cities  will  have  to  be  rebuilt,  and  reequipped. 

a.  Government  advances. — During  the  war  the  United  States  gov- 
ernment made  advances  to  other  governments  to  the  extent  of  about 
$10,000,000,000.  These  advances  cease  with  the  proclamation  of 
I^eace.  The  sentiment  in  the  United  States  is  averse  to  further  loans 
by  our  government.  Our  government  has  a  floating  debt  of  over  three 
billions.  This  is  a  revolving  debt  and  is  responsible  in  part  for  the 
inflation  of  prices  and  the  high  cost  of  living.  The  government  could 
loan  to  Europe  by  issuing  more  bonds.  Congress  would  hardly  author- 
ize such  loans  and  the  public  would  hardly  take  such  loans  if  author- 
ized. Conceivably  conditions  in  Europe  might  compel  a  change  of 
sentiment  in  the  United  States,  The  evils  of  inflation  may  be  less 
menacing  than  industrial  debility  in  Europe  attended  perhaps  by  po- 
litical disturbances. 

h.  Indirect  government  aid. — The  United  States  has,  however,  un- 
dertaken to  aid  the  exporter  indirectly,  through  the  War  Finance  Cor- 
poration, which  may  make  advances  to  the  extent  of  $1,000,000,000 
for  periods  of  not  exceeding  five  years,  to  exporters  or  bankers  upon 
the   promissory   notes   of   the   borrower.      However,   the   difficulty   in- 
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herent  in  the  act  under  which  the  War  Finance  Corporation  operates 
is  that  while  the  country  as  a  whole  benefits  by  the  export  of  goods, 
the  burden  of  the  present  unusual  risk  is  placed  entirely  upon  the  ex- 
porter. Nevertheless^,  the  facilities  of  the  Corj)oration  are  being 
utilized. 

c.  Private  means. — Tlie  financing  of  foreign  trade  by  the  govern- 
ment may  lead  to  further  inflation.  The  financing  of  exports  through 
private  channels  can  be  accomplished  only  through  savings,  past  or 
present.  The  alternatives  of  war  financing,  namely,  inflation  versus 
savings,  face  us  again  during  the  transition.  Possibly  the  gravity  of 
the  after-war  stiuation  may  compel  a  compromise  as  in  war  time  be- 
tween these  two  methods  of  financing. 

At  present  Europe  is  being  financed  by  private  income.  Private  aid 
is  being  extended  to  individual  enterprises,  whose  conditions  meet  the 
credit  standards  of  bankers.  The  methods  of  private  long-term  finance 
are  various.  Either  Europe's  holdings  of  neutral  securities  might  be 
liquidated  in  the  United  States  or  else  a  foreign  importer,  if  his  credit 
is  good,  might  float  a  loan  here. 

The  member  banks  of  the  Federal  Reserve  system  have  been  per- 
mitted to  invest  5  per  cent  of  their  capital  and  surplus  in  subsidiary 
corporations  engaged  in  the  financing  of  foreign  trade.  The  Edge 
Law  authorizes  the  establishment  and  the  incorporation  under  fed- 
eral charter  of  companies  to  engage  in  international  financial  opera- 
tions under  the  supervision  of  the  F'ederal  Reserve  Board. 

Furthermore,  investment  trusts  might  be  established.  These  insti- 
tutions would  invest  in  foreign  securities  and  issue  their  own  obliga- 
tions against  their  holdings,  Avhich  might  be  either  government  bonds, 
industrials  of  the  borrowing  country,  or  the  pledged  securities  of  a 
third  country  or  of  its  industries. 

Finally,  the  listing  on  the  stock  exchange  in  the  United  States  of 
outstanding  foreign  securities,  under  proper  restrictions  and  with 
adequate  safeguards  of  the  American  investors,  would  help  greatly  in 
accelerating  the  flow  of  trade. 

d.  The  essentials  of  an  acceptable  foreign  security. — If  advances 
are  to  be  made  to  countries  fiscally  weak,  or  to  industries  already  under 
heavy  taxation  charges,  a  priority  of  lien  will  be  needed  to  assure  the 
safety  of  interest  and  principal  of  the  new  loan  as  compared  with  the 
old  ones.  If  new  loans  to  weak  countries  are  to  be  junior  liens,  funds 
for  Europe  will  be  difficult  to  obtain.  Just  as  a  private  company  that 
has  good  prospects  may  secure  credit  through  the  issue  of  receiver's 
certificates,  so  the  weak  European  countries  will  have  to  give  pri- 
ority of  lien  of  principal  and  interest  of  new  money  as  against  old 
loans. 

The  rate  of  interest  on  loans  to  foreign  governments  or  industrials 
will  have  to  be  competitive  with  domestic  rates.  The  marketability  of 
securities  based  on  foreign  loans  depends  upon  suitable  publicity,  and 
whether  or  not  the  public  will  avoid  waste  and  gather  funds  for  invest- 
ment, and  whether  or  not  they  are  favorably  disposed  toward  the  in- 
vestments from  the  viewpoint  of  safety  and  adequacy  of  return. 
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In  order  not  to  be  the  lone  and  sole  creditor  of  the  nations  of 
Europe,  the  United  States  might  raise  a  loan  jointly  with  other  powers, 
or  with  the  participation  of  other  powers  to  a  sufficient  extent  morally 
to  insure  payment  by  the  borrower.  The  endorsement  of  the  European 
banker,  and  the  guarantee  of  the  foreign  government  may  be  essen- 
tial to  secure  the  funds  from  American  investors. 

Such  credits  as  are  granted  to  Europe  should  be  devoted  to  indus- 
trial and  not  governmental  uses.  They  should  be  utilized  not  for  meet- 
ing current  government  expenses,  not  for  the  balancing  of  their 
budgets  where  there  is  a  lack  of  adequate  measures  of  taxation,  and 
not  for  the  artificial  maintenance  of  their  inflated  currencies  at  parity 
in  the  exchange  market.  Credits  should  be  devoted  to  increasing  pro- 
duction. The  import  into  Europe  of  essentials  and  not  of  luxuries 
should  be  financed.  If  industry  in  Europe  is  benefited  the  security 
underlying  our  loans,  new  and  old,  will  be  strengthened.  As  industry 
in  Europe  revives,  world-wide  economic  conditions  should  benefit. 

D.  The  Outlook  in  the  United  States. — What  is  to  be  the  future  of 
our  foreign  trade.''  The  theoretical  analysis  indicates  that  during  the 
early  stages  of  lending,  a  country  has  an  excess  of  exports.  After  this 
process  has  continued  for  many  years,  the  lending  country  has  an 
excess  of  imports. 

Our  present  position  has  been  obtained  not  as  a  result  of  the  slow 
process  of  economic  development,  but  as  a  result  of  the  sudden  shift- 
ing of  trade  during  the  war.  However,  our  readjustment  cannot  be  as 
sudden.  It  will  take  years.  Europe  took  our  exports  and  gave  us 
promissory  notes  in  payment.  She  cannot  liquidate  her  debt  in  gold, 
because  European  countries  wish  to  retain  their  gold  supply  in  antici- 
pation of  a  return  to  a  gold  basis.  Because  of  the  development  of 
American  facilities  for  financing  trade  and  because  of  the  creation  of 
the  American  merchant  marine,  Europe  will  not  be  able  to  pay  us  with 
these  services  even  to  as  great  an  extent  as  before  the  war.  Securi- 
ties with  which  to  pay  us  are  either  not  available  or  else  will  not  be 
sold  by  Europe  because  of  the  commercial  prestige  which  attaches  to 
foreign  investments. 

Ultimately,  Europe  must  pay  us  in  goods.  A  mortgage  on  her  fixed 
assets  is  not  feasible  politically,  because  of  the  anti-alien  laws  of 
Europe  and  the  fear  of  economic  penetration.  Europe  will  therefore 
eventually  have  to  pay  in  merchandise.  The  annually  accruing  inter- 
est on  the  debt  to  the  United  States  will  depress  the  exchange  rate  of 
the  debtor  country  and  thus  stimulate  exports  and  restrict  imports. 
On  the  other  hand,  the  annual  credit  of  the  United  States  for  interest 
will  tend  to  raise  our  exchange  above  par,  to  stimulate  imports  and  to 
restrict  exports.  Ultimately  our  excess  of  exports  must  decline  and 
probably  change  to  an  excess  of  imports — a  feature  which  before  the 
war  characterized  the  trade  of  the  creditor  countries  of  Europe. 

Immediately,  Europe  may  be  unable  to  pay  in  goods.  Her  debt  to 
us  for  interest  must  be  postponed,  or  met  temporarily  by  further  loans 
to  her.     The  need  of  additional  goods  from  America  will  need  to  be 
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financed  in  the  same  -svay.  Loans  by  us  would  make  possible  a  continu- 
ation of  our  exports  until  the  productive  capacity  of  Europe  is  restored 
sufficiently  to  permit  the  resumption  of  exports  by  Europe.  The 
annual  investment  of  a  sum  equal  to  our  excess  of  imports  and  the  re- 
investment of  the  interest  on  loans,  both  outstanding  and  to  be  placed, 
would,  if  compounded,  reach  a  huge  figure  in  a  generation.  Our  bal- 
ance of  trade  would  thereafter  probably  be  an  excess  of  imports. 

In  the  present  unsettled  state  of  Europe  there  are  many  factors 
which  would  qualify  these  conclusions.  If  Europe  falls  into  chaos, 
exports  from  the  United  States  will  be  greatly  reduced.  If  the  prin- 
cipal and  interest  of  our  present  loans  is  thus  wiped  out,  the  conditions 
which  would  call  for  an  ultimate  excess  of  imports  will  cease  to  exist. 

David  Friday,  Jason  A.  Neilson, 

Wesley  Frost,  J.  Russell  Smith, 

A.  Barton  Hepburn,  O.  M.  W.  Sprague, 

Phillip  B.  Kennedy,  F.  W.  Taussig, 

Thomas  W.  Lamont,  Elisha  M.  Friedman,  Chairman. 

December  9,  1919. 


REPORT  OF  COMMITTEE  ON  CO-ORDINATION  IN 
TAXATION 

The  Committee  on  Coordination  in  Taxation,  appointed  in  1916, 
which  made  a  preliminary  report  in  1917,  was  reconstituted  in  1918 
by  the  appointment  of  Lawson  Purdy,  recently  President  of  the  De- 
partment of  Taxes  and  Assessments  of  New  York  City,  in  place  of 
Ogden  L.  Mills,  then  serving  in  France,  and  of  Professor  Henry  W. 
Farnam,  of  the  Department  of  Economics  in  Yale  Universitj^,  in  place 
of  Professor  H.  C.  Adams  of  the  University  of  Michigan,  resigned,  and 
it  submits  the  following  report  as  a  basis  for  discussion. 

With  the  close  of  the  world  war,  problems  of  taxation  press  upon 
every  country,  and  although  the  undestroyed  wealth  and  undiminished 
earning  power  of  our  people  make  our  burdens  light,  in  comparison 
with  other  nations  which  must  face  vastly  greater  loads  of  debt  with 
greatly  decreased  paying  j)ower,  the  time  is  opportune  for  a  far- 
sighted  and  far-reaching  review  of  our  taxing  methods,  quite  beyond 
what  can  be  attempted  in  this  report.  Our  improved  financial  system 
and  methods,  happily  reformed  in  the  nick  of  time,  have  enabled  us 
to  finance  the  huge  expenses  of  the  war  without  panic  or  serious  pri- 
vation, and  although  we  already  have  a  bonded  debt  reaching  the  un- 
precedented sum  of  $25,234,496,274,  the  fact  that  we  have  raised  in 
the  fiscal  year  1919,  as  federal  ordinary  revenue  alone,  over  $5,145,- 
882,546,  largely  by  surtax  on  excess  incomes  and  profits,  shows  that 
within  a  reasonable  period,  with  well  adjusted  and  continuously  di- 
minishing taxation,  we  can,  if  we  so  desire,  pay  off  this  huge  debt,  or 
accumulate  an  equivalent  sinking  fund,  so  that  our- surplus  earnings 
may,  within  the  present  generation,  be  freed  for  further  development 
of  the  resources  of  our  country.  But  the  readjustment  of  the  political, 
social,  economic,  and  financial  conditions  and  methods,  which  the  war 
has  rendered  inevitable  in  our  own,  as  in  other  countries,  and  which 
must  be  interpreted  largely  in  terms  of  taxation,  call  for  the  best 
thought  of  the  best  thinkers,  such  as  the  members  of  this  Association, 
in  shaping  the  future  through  present  action. 

A  comprehensive  view  of  this  subject  might  include  reports  on  tax- 
ation in  other  countries,  as  Great  Britain,  France,  Germany,  with 
particular  reference  to  the  pre-war  taxation  system  of  the  early  nine- 
ties, the  Scandinavian  countries,  and  the  states  of  Australia  and  New 
Zealand,  which  have  made  so  many  radical  experiments  in  taxation; 
and  similar  reports  on  the  taxation  systems  of  our  several  states,  as 
related  on  the  one  side  to  federal,  and  on  the  other,  to  local  taxes. 
Such  reports  would  easily  make  a  substantial  volume,  and  no  such 
work  could  be  attempted  by  this  Committee.  The  expected  report  of 
the  Committee  on  War  Taxation,  headed  by  Professor  Seligman,  whicli 
is  to  include  taxation  in  the  belligerent  countries,  will  cover  much  of 
the  foreign  ground,  while  a  number  of  official  or  association  reports 
and   private    publications    during  the   present   decade   cover   the   last- 
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named  field.  This  Comniittee,  tlicnforc,  attempts  only  a  summary 
of  principles  and  suggestions. 

Coordination  in  taxation  means  in  this  country,  first  of  all,  that 
federal,  state,  and  local  taxation  sliould  be  related  one  to  the  other  in 
})ractical  systematization.  It  does  not  deal  primarily  with  the  merits 
of  taxes,  but  chiefly  with  their  relations  one  to  another,  whether  these 
relations  be  of  segregation  or  of  concurrent  jurisdiction.  The  first 
requisite  for  systematic  taxation  is  a  national  budget  and  state  and 
local  budgets  in  which  the  needs  of  each  taxing  jurisdiction  are  clearly 
j)redetermined,  that  taxes  may  thus  properly  be  determined  and 
collected. 

In  relation  to  federal,  state,  and  local  taxes,  there  are  three  alterna- 
tives: 

1.  A  unified  system  in  which  the  subjects  of  taxation  and  the  ma- 
chinery of  collection  are  tlie  same,  with  allotment  of  the  results  to 
the  several  taxing  divisions, — a  system  used  by  many  of  our  states  to 
cover  state  and  local  taxation,  and  used  in  some  foreign  countries  to 
cover  both  national  and  local  taxation,  the  rate  being  determined  by 
the  aggregated  needs  of  the  divisions  participating. 

2.  A  coordinated  system  under  which:  (I)  certain  subjects  of 
taxation  are  alloted  to  one  and  certain  others  to  another  taxing  di- 
vision, e.g.  in  this  country  to  the  extent  that  imports  are  exclusively  a 
national  and  land  exclusively  a  state  and  local  field  of  taxation,  while 
local  licenses  are  exclusively  a  source  of  local  revenue;  or  (2)  con- 
current jurisdiction  is  arranged  in  the  levying  or  collection  of  taxes  in 
specified  fields,  e.g.  inheritance  taxes  as  between  the  nation  and  the 
states,  and  land  taxes  as  between  the  state  and  its  subdivisions. 

3.  A  lack  of  system  under  which  there  is  neither  unification  nor  co- 
ordination but  cris-cross  confusion,  as  illustrated  in  this  country  by  the 
separate  levy  of  income  taxes  by  the  federal  government  and  in  cer- 
tain states  on  different  basis  and  in  differing  proportions. 

In  the  consideration  of  national,  state,  and  local  taxes  there  are 
two  principles  which  must  be  taken  into  consideration  though  they 
may  not  always  coincide.  The  first  is  the  equitable  consideration, 
which  requires  that  each  unit  of  government — federal,  state,  or  local — 
sliould  draw  its  revenue  from  those  sources  appropriate  to  it,  i.e.  from 
those  economic  activities  over  which  it  has  regular  control  or  those  to 
which  it  gives  economic  support.  The  second  is  the  practical  consid- 
eration which  may  often  assign  to  the  larger  governmental  unit  taxes 
which,  on  the  grounds  of  equity  or  law.  could  more  logically  be  as- 
signed to  the  smaller  units.  These  considerations  must  be  balanced, 
one  with  the  other,  through  our  schemes  of  taxation.  In  short,  in 
seeking  to  obtain  tJie  revenue  needed  for  our  federal,  state,  or  local 
government  in  the  simplest,  most  efticientj  and  least  objectionable  way, 
we  must  make  sure  that  economic  laws  and  general  principles  are  ap- 
plied in  such  wise  as  may  best  fit  in  with  our  political  and  social  order 
and  the  habits  and  thought  of  our  people. 

Coordination  in  taxation  deals,  also,  with  interstate  taxation,  i.e.  in 
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relation  to  taxes  within  a  state  which  interact  or  fail  to  interact  with 
taxation  in  other  states,  and  thus  react  within  the  state  levying  taxes, 
and  with  intrastate  taxation  i.e.  in  respect  to  the  relation  within  the 
state  of  the  several  taxes  or  methods  of  taxation  adopted  by  the  indi- 
vidual state  and,  finally,  with  the  relation  of  sate  and  local  levy,  col- 
lection, and  distribution  of  taxes,  into  the  details  of  Vvhich  it  is  scarcely 
possible  to  venture  in  this  report. 

First  among  taxes  naturally  and  almost  necessarily  national,  are 
taxes  upon  exports  and  imports,  based  upon  international  trade  and 
national  markets,  and  for  this  reason  national  in  character.  The 
makers  of  our  Constitution,  recognizing  that  export  taxes  must  be 
added  to  prices  in  foreign  markets,  thus  putting  us  at  disadvantage 
abroad,  or  deducted  from  prices  in  the  home  markets,  thus  putting  us 
at  disadvantage  at  home,  forbade  the  use  of  export  taxes  bj'  declaring 
(Article  1,  Section  IX,  Sub-Section  5),  in  defining  the  powers  of  our 
government,  that  "no  tax  or  duty  shall  be  laid  on  articles  exported  from 
any  state"  and  providing  (Article  1,  Section  X,  Sub-Section  2)  that 
"no  state  shall,  without  the  consent  of  the  Congress,  lay  any  impost  or 
duty  on  imports  or  exports,  except  what  may  be  absolutely  necessary 
for  executing  its  inspection  laws,  and  the  net  produce  of  all  duties  and 
imposts,  laid  bv  any  state  on  imports  or  exports,  shall  be  for  the  use  of 
the  Treasury  of  the  United  States;  and  all  such  laws  shall  be  subject 
to  the  revision  and  control  of  the  Congress," — a  provision  for  inspec- 
tion rather  than  taxation  which  no  state  has  sought  to  exercise. 

Import  taxes,  on  the  other  hand,  had  been  our  chief  source  of  na- 
tional revenue  previous  to  the  adoption  in  1913  of  the  16th  Amend- 
ment, abrogating  the  provision  in  the  original  Constitution  (Article  1, 
Section  IX,  Sub-Section  4)  that  "no  capitation  or  other  direct  tax 
shall  be  laid,  unless  in  proportion  to  the  census  or  enumeration  here- 
inbefore directed  to  be  taken"  and  to  our  war  taxation  of  incomes  and 
profits.  The  power  to  levy  import  taxes  is  specifically  given  to  the 
Congress  by  the  Constitution  (Article  1,  Section  VIII)  declaring  that 
"the  Congress  shall  have  power  to  lay  and  collect  taxes,  duties  and 
imposts  and  excises  .  .  . ;  but  all  duties,  imposts,  and  excises  shall  be 
uniform  throughout  the  United  States."  In  the  fiscal  year  1910,  cus- 
toms duties  reached  a  maximum  of  $333,683,445,  out  of  total  ordinary 
receipts  of  $675,511,715,  or  nearly  50  per  cent,  sinking  in  the  fiscal 
year  1919  to  $178,813,704,  out  of  total  ordinary  receipts  of  $5,145,- 
882,546,  or  less  than  4  per  cent. 

Excise  taxes,  specified  in  Article  1,  Section  VIII  of  the  Constitu- 
tion, above  quoted,  as  a  source  of  national  revenue,  but  not  denied  to 
the  states,  had  been  normally,  previous  to  1910,  v/hen  the  special  tax 
on  corporations  was  first  levied,  the  second  greatest  source  of  federal 
revenue,  reaching  in  1907,  on  spirits  and  liquors,  tobacco,  oleomarga- 
rine and  miscellaneous  sources,  a  total  of  $269,666,773,  out  of  total 
ordinary  receipts  of  $663,125,660, — the  largest  federal  receipts  pre- 
vious to  1910.  Under  war  taxation,  excise  taxes  on  spirits  and  liquors, 
tobacco,  and  oleomargarine  rose  in  1919  to  $691,845,777,  out  of  total 
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federal  ordinary  receipts  of  '$j,l  15,88i2,51G,  to  wliicli  were  added  tlie 
receij)ts  from  the  numberless  sources  specified  in  the  war  revenue 
legislation  of  1917-18,  chiefly  of  excise  character.  Excise  taxes,  de- 
fined by  Webster  as  primarily  "an  inland  duty  or  impost  operating  as 
an  indirect  tax  on  the  consumer,  levied  u])on  certain  specified  articles, 
grown  or  manufactured,  in  the  country,"  though  possibly  inclusive  also 
of  taxes  "upon  licenses  to  pursue  certain  trades  and  deal  in  certain 
commodities"  as  well  as  "certain  direct  taxes,"  have  been  levied  by  the 
federal  government  chiefly  in  this  primary  sense  upon  manufacture  or 
growth  of  spirits  and  liquors,  tobacco,  and  oleomargarine.  Such  taxes 
are  desirably  federal  rather  than  state  or  local,  as  otherwise  the  manu- 
facture of  spirits  or  liquors  and  growth  of  tobacco  would  be  driven  or 
induced  from  one  state  to  another  by  state  taxes  varying  in  different 
states,  and  jjossibly  varying  in  the  same  state,  from  year  to  year,  as 
an  inducement  to  the  immigration  of  such  industries  from  other  states. 
In  any  proper  system  of  coordination  of  taxes,  excise  taxes  at  the 
process  of  growth  or  primary  manufacture  should  be  confined  to  fed- 
eral use,  for  the  reason  stated;  while,  if  utilized  for  state  and  local 
purposes,  they  should  be  confined  to  distribution  or  consumption  of  such 
commodities,  as  in  the  excise  taxes  on  liquors,  which,  previous  to  prohi- 
bition, constituted  so  large  a  portion  of  the  revenue  of  New  York. 

Income  taxes,  forbidden  to  the  federal  government  by  the  original 
Constitution,  as  above  quoted,  became  a  possible  source  of  national 
revenue  on  the  adoption  in  1913  of  the  16th  Amendment,  providing 
that  "the  Congress  shall  have  power  to  lay  and  collect  taxes  on  in- 
comes, from  whatever  source  derived,  without  apportionment  among 
the  several  states,  and  without  regard  to  any  census  or  enumeration," 
Taxes  on  personal  incomes  were  first  levied  by  the  federal  govern- 
ment within  the  year  1913,  to  the  extent  of  $28,253,535.  In  the  year 
1917,  personal  income  and  profit  taxes  reached  $675,249,450;  part- 
nership taxes,  $103,887,984;  corporation  income  taxes,  $503,698,029; 
and  corporation  excess  profits  taxes,  $1,638,747,740;  aggregating  for 
income  and  excess  profits  taxes  $2,921,583,203,  and  the  Treasury  re- 
turns for  the  succeeding  years,  closely  estimated,  but  not  yet  officially 
verified  are,  for  1918,  individual  income  taxes,  $1,432,000,000;  cor- 
poration income  taxes,  $775,000,000;  and  excess  profits  taxes,  $2,500,- 
000,000,  in  a  total  of  $4,707,000,000;  and,  for  1919,  individual  in- 
come taxes,  $1,290,000,000;  corporation  income  taxes,  $510,000,000; 
and  excess  profits  taxes,  $1,250,000,000,  in  a  total  of  $3,050,000,000. 
The  federal  income  tax  system,  under  the  present  law,  lacks  coordi- 
nation within  itself,  for  it  treats  partnerships  and  corporations  doing 
similar  and  competitive  business  on  absolutely  different  bases,  so  that 
under  some  circumstances,  partnerships,  and  under  others,  corpora- 
tions, are  advantaged  or  disadvantaged,  respectively.  Also,  corpora- 
tions are  subjected  to  the  excess  profits  tax,  as  a  complement  to  the 
income  tax,  to  an  amount  reaching  in  some  cases  as  high  as  81^/2  per 
cent  of  returns  in  the  highest  zone.  It  has  been  proposed  (by  Pro- 
fessor T.  S.  Adams)  that  the  excess  profits  tax  should  take  the  form 
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of  a  business  tax  on  all  business,  corporate  or  other,  on  a  standard 
basis,  with  a  surtax  on  undivided  profits. 

Income  taxes  had  long  ago  been  adopted  by  many  states,  but  super- 
imposed upon  instead  of  replacing  other  taxes  in  complicated  taxing 
methods,  they  proved  unworkable,  the  maximum  return  in  any  state 
being  $122,056  in  Virginia  in  1907,  and  fell  into  disrepute,  although 
some  southern  states  still  nominally  retain  them  in  the  old  form.  Wis- 
consin pioneered  the  way  to  a  better  method  in  its  law  of  1911,  levy- 
ing a  tax  at  reasonable  progressive  rates  on  the  incomes  of  individuals, 
firms,  and  corporations  (except  transportation,  public  utility,  banking, 
and  like  corporations  taxed  by  other  methods),  exempting  from  tax- 
ation intangible  property,  farm  machinery,  and  household  goods,  and 
providing  an  adequate  force  of  local  assessors  under  control  of  the 
state  tax  commission.  It  seems  worth  while  to  recount  briefly  the  de- 
velopment of  this  tax. 

In  1904  the  platforms  of  all  political  parties  favored  an  income 
tax,  and  a  constitutional  amendment,  accepted  in  1907  by  unanimous 
vote  of  the  Senate  and  with  but  one  dissenting  vote  in  the  Assembly, 
was  in  1908  adopted  by  the  people,  85,696  to  37,729.  The  amend- 
ment added  a  provision  that  "Taxes  may  also  be  imposed  on  incomes, 
privileges  and  occupations,  which  taxes  may  be  graduated  and  pro- 
gressive, and  reasonable  exemptions  may  be  provided."  When  the 
necessary  bill  was  drafted  by  a  recess  committee,  opposition  developed, 
so  that  the  Senate  vote  was  15  to  14  when  in  1911  it  became  law,  to 
be  effective  January  1,  1912,  for  incomes  of  1911.  To  test  the  con- 
stitutionality of  the  law,  the  original  jurisdiction  of  the  Wisconsin 
Supreme  Court  was  invoked  and  the  state  intervened  throagh  a  suit 
against  its  own  officials,  in  which  the  decision  of  January  9,  1912, 
supported  the  law  on  all  points  at  issue,  although  the  questions  of  the 
right  to  tax  residents  on  all  income,  and  non-residents,  without  ex- 
emption, on  incomes  within  the  state  only,  were  not  raised.  The  law 
exempted  $800  for  an  individual  or  $1200  for  husband  and  wife,  with 
$200  additional  for  each  child  or  dependent,  but  made  no  exemption 
for  non-residents  or  corporations,  the  socialist  vote  in  the  legislature 
requiring  increase  to  this  point,  although  it  was  pointed  out  that  in 
forty  European  states  and  territories  the  exemption  approximated 
$150  only.  The  salient  feature  of  the  law  was  "diffused  progression," 
with  a  tax  of  1  per  cent  on  the  first  taxable  $1000,  1^4  o^  one  per  cent 
additional  for  each  $1000,  up  to  2  per  cent  on  the  fifth  $1000,  thence 
^  of  1  per  cent  additional  on  each  $1000,  up  to  5^2  P^J*  cent  on  the 
twelfth  $1000,  and  6  per  cent  on  the  excess  above  $12,000,  a  succes- 
sion of  thirteen  steps,  comparable  with  seventeen  to  thirty-one  grades 
in  the  German  states  and  twenty-nine  in  the  Swedish  law,  which  pro- 
duced an  average  of  II/2  per  cent  on  a  $5000  taxable  income,  or  3  per 
cent  on  $12,000  taxable  income.  Corporation  taxes,  under  the  origi- 
nal law,  were  based  on  the  percentage  of  income  to  the  plant  or  prop- 
erty producing  it,  at  l/o  of  1  per  cent  of  an  income  within  1  per  cent, 
and  l/o  of  1   per  cent  on  each  additional  1  per  cent  of  income^  up  to 
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6  per  cent  on  a  taxable  ineome  of  1:2  i)er  cent  or  more.  Tliis  feature 
liad  precedent  in  a  (Georgia  law  of  ISG.'i  and  in  a  Swedish  law  of  1910. 
The  original  law  included  under  income  the  rental  value  of  the  house 
of  an  owner-occu])ier.  An  attenij)t  at  repeal  was  made  a  party  issue, 
Republicans  for  the  law,  Democrats  for  repeal,  in  1912,  but  the  at- 
tack failed,  although  the  state  presidential  vote  was  Democratic. 

The  law  has  been  amended  in  the  successive  legislatures  of  1913, 
1915,  1917,  and  1919  in  many  respects.  Corporation  taxes  were 
changed  in  1913,  and  now  run  from  2  per  cent  on  the  first  $1000  up 
to  $7000,  where  the  rate  is  6  per  cent  on  the  seventh  $1000  and  over. 
By  an  amendment  of  1917  the  rental  value  of  the  house  of  an  owner- 
occupier  was  no  longer  counted  as  income. 

The  system  avoids  double  taxation  of  personal  property  by  permit- 
ting tax  receipts  for  such  to  be  used  as  offset  or  cash  in  payment  of 
income  taxes.  The  non-resident  is  taxed  on  income  from  property 
located  and  business  transacted  in  the  state.  This  includes  income 
from  rentals  and  royalties,  but  does  not  include  income  from  intangi- 
ble property  or  from  personal  services.  The  tax  on  corjjorations  doing 
interstate  business  is  based  on  the  proportion  of  income  earned  within 
the  state  to  the  plant  or  property  and  total  business  within  the  state. 
This  seemingly  complicated  plan  has  proved  workable,  because  it  is 
administered  by  special  officials  through  the  state  directly  under  con- 
trol of  the  state  tax  commission,  and  it  has  resulted  in  a  revenue  greatly 
above  that  from  personal  property  previously  taxed,  reaching  in  the 
first  year  $3,482,145,  or,  less  offset,  $1,631,413  cash,  and  climbing 
steadily  up  to  $9,482,595,  or,  less  offset,  $6,101,067  in  1917  and 
$11,830,142  in  1918,  further  figures  being  yet  unavailable.  Of  the 
total  returns,  10  per  cent  is  withheld  by  the  state  to  cover  adminis- 
trative costs,  20  per  cent  goes  to  counties  and  70  per  cent  to  towns, 
thus  coordinating  state  and  local  taxation.  This  proportion  was  found 
to  give  certain  towns  an  undue  and  unnecessary  amount,  and  an 
amendment  provided  that  in  such  cases  the  surplus  should  be  redis- 
tributed on  the  basis  of  school  population.  The  state  provides  sepa- 
rate blanks  for  the  several  classes  of  taxpayers,  of  course  not  related 
with  the  federal  blanks  later  in  force. 

Oklahoma  passed  in  1915  a  law  modeled  on  the  Wisconsin  law,  but 
since  much  amended. 

Missouri  in  1917  adopted  a  general  ineome  tax  on  individuals  and 
corporations,  with  a  personal  exemption  of  $3000,  or  $4000  for  hus- 
band and  wife,  at  the  rate  of  1/2  of  1  per  cent,  basing  the  method  on  the 
federal  form,  and  thus  setting  to  other  states  an  example  of  coordi- 
nation with  federal  methods. 

Massachusetts,  in  1916,  replaced  that  part  of  its  general  property 
tax  covering  intangibles  by  an  income  tax  on  incomes  from  intangible 
property,  retaining  the  tax  on  professional  and  like  incomes,  which 
had  been  in  vogue  for  nearly  three  centuries,  and  also  including  a  tax 
of  3  per  cent  on  sales  of  intangible  property,  leaving  the  property  tax 
upon  tangible  property.     The  federal  tax  return  is  available  to  some 
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extent  for  Massacliusetts'  purposes.  The  rate  is  a  flat  6  per  cent  on 
incomes  from  intangibles ;  incomes  within  $600  being  allowed  an  ex- 
emption on  intangibles  of  $300;  and  the  business  or  profession  tax 
is  at  1^/2  per  cent,  with  an  exemption  of  $2000,  plus  a  possible  further 
exemption  of  $1000  for  a  married  man,  children  or  dependents.  The 
tax  became  effective  in  1917  and,  under  the  authority  of  the  state  tax 
commission,  with  district  assessors  for  incomes,  has  produced  substan- 
tially increased  revenue,  partly  by  bringing  to  light  intangible  prop- 
erties which  had  hitherto  escaped.  Connecticut  has  no  personal  in- 
come tax,  but  in  1915  adopted  an  income  tax  on  miscellaneous  business 
corporations,  superimposed  upon  federal  tax,  at  2  per  cent,  and  re- 
quired each  corporation  to  file  with  the  state  tax  commission  a  copy 
of  its  federal  report,  which  process  seems  to  have  involved  not  a  little 
confusion  in  the  correspondence  of  corporations  regarding  federal  and 
state  taxes,  respectively. 

Virginia  in  1918  amended  its  derelict  income  tax  law,  adopting  a 
partial  income  tax,  following  the  example  of  Massachusetts,  Dela- 
ware in  1917  adopted  an  income  tax  law,  taxing  natural  persons  at  the 
rate  of  1  per  cent  on  incomes  over  $1000. 

New  York  passed  a  personal  income  tax  law,  effective  May  14,  1919, 
which  levies  taxes,  with  exemption  of  $1000  for  single  and  $2000  for 
married  persons,  and  $200  additional  for  each  dependent  minor  or  in- 
capable, at  the  rate  of  1  per  cent  on  the  first  $10,000,  2  per  cent  above, 
and  3  per  cent  on  excess  beyond  $50,000.  The  schedules  and  deduc- 
tions are,  in  some  respects,  the  same  as  in  federal  income  taxes,  but  in 
other  respects  different.  The  tax  is  also  levied  on  non-residents,  but 
inadvertently,  at  the  flat  rate  of  2  per  cent  originally  embodied  in  the 
bill,  to  the  extent  of  their  income  earned  within  the  state,  for  the  pur- 
pose of  obtaining  revenue  from  New  Jersey  and  other  suburbanites 
who  do  business  or  practice  professions  within  New  York,  but  with 
rateable  deductions,  on  account  of  taxes  paid  at  residence,  provided 
the  state  of  residence  makes  reciprocal  provision.  By  Section  363, 
referring  to  a  non-resident:  "The  controller  shall  credit  the  amount 
of  income  tax  payable  by  him  under  this  article  with  such  proportion 
of  the  tax  so  payable  by  him  to  the  state  or  country  where  he  resides 
as  his  income  subject  to  taxation  under  this  article  bears  to  his  entire 
income  upon  which  the  tax  so  payable  to  such  other  state  or  country 
was  imposed."  This  scheme  to  tax  non-residents  and  avoid  double 
taxation  is  an  experiment  which  will  be  watched  with  interest. 

Alabama  adopted  in  the  summer  of  1919  an  up-to-date  income  tax 
law,  following  the  New  York  pattern,  and  New  Mexico  and  North 
Dakota  have  also  adopted  income  tax  laws  in  the  present  year. 

These  methods  of  taxing  personal  incomes  by  the  federal  government 
and  by  the  several  states  are  so  diverse  in  basis  and  rate,  as  well  as 
so  recent,  as  to  make  analysis  of  results  and  effects  difficult.  It  seems 
assured  that  income  taxes  will  continue  to  be  levied  by  the  federal 
government,  as  a  principal  source  of  revenue,  and  that  more  states  will 
substitute  this  method,  in  whole  or  in  part,  for  the  general  property 
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tax.  Tliis  should  involve  coordination,  first,  between  the  federal  and 
state  governments,  and  secondly,  between  the  several  states.  The  fed- 
eral basis  and  schedule  should  be  so  simplified  as  to  avoid  the  enor- 
mous and  wasteful  cxj)ense  both  on  individuals  and  business  corpora- 
tions and  on  the  federal  government  in  connection  with  accounting  and 
auditing,  and  these  should  be  adopted  by  the  several  states  as  the  foun- 
dation of  any  state  method  of  taxing  personal  income.  The  aggregate 
should  not  be  so  high  as  to  make  the  taxes  excessive.  Unless  a  useful 
method  and  rate  are  adopted  by  the  several  states,  this  form  of  taxes 
peculiarly  invites  change  of  residence  from  one  state  to  another,  even 
if  the  New  York  device  as  to  non-residents  proves  workable.  It  would 
seem  that  if  states  impose  an  income  tax,  the  basis  of  the  tax  should 
be  as  nearly  as  practicable  the  same  as  that  employed  by  the  federal 
government.  In  the  case  of  persons  receiving  all  their  income  from 
sources  within  their  own  state,  the  statement  made  to  the  state  might 
be  the  same  as  the  statement  made  to  the  United  States.  When  part 
of  the  income  is  derived  from  two  or  more  states,  the  simplest  possible 
basis  of  apportionment  should  be  adopted,  so  that  the  statement  of 
total  income  may  be  the  same  for  the  states  as  for  the  nation,  making 
the  two  returns  identical,  except  that  the  tax  to  be  paid  to  the  state 
would  be  reduced  in  accordance  with  the  method  of  apportionment 
adopted.  In  any  event,  the  returns  to  federal  and  state  authorities 
should  be  accessible  to  the  taxing  officers  of  both  jurisdictions. 

Corporation  taxes  are  the  most  pressing  and  perplexing  problem  in 
our  taxation,  for  the  reasons  that  so  vast  a  proportion  of  our  business 
is  done  by  corporations ;  that  they  may  be  taxed  in  the  state  of  incor- 
poration or  nominal  place  of  business,  at  the  actual  chief  office  else- 
where, in  the  state  or  states  in  which  manufacturing  plants  are  situ- 
ated, and  in  the  states  in  which  business  is  done  and  income  earned ; 
that  they  afford  no  simjDle  starting  point  for  taxing,  as  in  personal 
income;  that  their  capitalization  bears  no  necessary  relation  to  their 
property,  output  or  income;  that  the  property  at  the  base  of  their  busi- 
ness may  be  intangibles,  as  newspapers,  copyrights,  patents,  etc.,  as 
well  as  physical  plant;  that  the  practice  in  the  several  states  and 
within  states  is  confusing  to  the  uttermost;  and  that  the  methods  of 
taxation  are  multiform.  Cori^oration  taxes  may  be  in  the  shape  of 
licenses,  or  franchise  tax,  organization  tax,  stock  transfer  tax,  tax  on 
capital,  on  gross  receipts  or  net  income  or  dividends,  or  ad  valorem  on 
plant  or  value  of  property  productive  of  income.  Some  of  the  states, 
notably  ISIaine,  Delaware,  and  formerly  New  Jersey,  have  made  or- 
ganization easy  and  loose,  that  revenue  may  later  be  squeezed  from 
corporations,  and  the  squeezing  of  corporations  has  been  a  favorite 
pastime  of  legislatures.  No  tax  founded  on  nominal  capitalization  is 
just,  because  some  corporations  of  long  standing  have  held  to  their 
small  original  capitalization  and  saved  earnings  to  add  to  actual  capi- 
tal till  the  original  may  be  increased  many  fold,  while  in  others  the 
capitalization  is  largely  water,  and  in  some  cases  stock  has  no  nominal 
par  value,  but  represents  a  fractional  part  of  the  total  value  of  the 
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corporation,  a  system  definitely  recognized  in  the  laws  of  New  York 
and  certain  other  states.  It  is  impracticable  to  schedule  or  generalize 
the  multiform  metliod  and  rates  used  in  the  different  states,  many  of 
which  have  different  forms  of  taxation  for  different  classes  of  corpo- 
rations. 

As  the  federal  government  has  made  corporation  taxes  on  an  income 
and  profit  basis  an  essential  feature  of  the  present  revenue  methods, 
and  as  the  states  are  not  likely  to  yield  this  field  of  taxation,  the  sensi- 
ble plan  for  coordination,  as  illustrated  in  the  trend  of  legislation  in 
some  of  the  states,  is  to  provide  for  state  returns  as  nearly  as  prac- 
ticable in  the  same  form  as  the  federal  return^  with  as  simple  as  pos- 
sible an  apportionment  to  avoid  an  unfair  tax  upon  the  corporation  in 
any  one  state,  superimposed  upon  the  federal  corporation  tax,  which 
should  itself  be  simplified,  so  that  it  should  not  be  necessary  for  a 
corporation  to  require  a  special  staff  of  bookkeepers  or  a  tax  expert  to 
meet  federal  and  state  requirements.  The  New  York  method  was 
probably  adopted  in  order  to  conform  as  nearly  as  might  be  to  previous 
practice.  Simplicity  and  ease  of  determination  may  excuse  or  even 
justify  some  theoretical  injustice.  The  ascertainment  of  values  in 
determining  net  income  or  profit  of  a  corporation  in  proportion  to  in- 
vestment is  of  course  difficult,  but  perhaps  not  more  difficult  than  other 
questions  of  assessment,  and  the  taxation  in  each  state  on  business  done 
within  the  state  should  prevent  double  taxation  and  such  intricate  and 
confusing  inter-relation  between  different  states  as  the  New  York  law 
involves. 

It  should  be  recognized,  as  the  Secretary  of  the  Treasury  has  pointed 
out,  that  excessive  profits  taxes  result  in  evasion  of  taxation  and  loss 
of  revenue,  and  probably  the  limit  for  the  highest  taxation  in  the  zone 
of  largest  income  or  profit  should  be  not  more  than  50  per  cent,  in- 
clusive both  of  federal  and  state  taxation.  The  excessive  rate  recently 
in  vogue  has  induced  reckless  and  wasteful  expenditure  on  the  part  of 
corporations,  as,  for  instance,  in  the  advertising  of  automobiles,  and 
one  instance  is  cited  in  another  field,  where  $300,000  is  said  to  have 
been  spent  in  advertising  because  the  corporation  was  advised  that 
under  the  excessive  profits  tax  the  actual  net  cost  to  the  corporation 
would  be  within  $10,000. 

The  income  tax  on  corporations  invites  serious  objection,  in  so  far  as 
it  fails  to  recognize  the  extreme  range  of  incomes  on  the  part  of  cor- 
porations which  have  a  few  thousand  dollars  capital  and  those  which 
requii'e  millions  of  capital,  and  though  producing  seemingly  enormous 
returns,  have,  in  fact,  a  relatively  low  return  on  investment.  Several 
states  have  adopted  the  metliod  of  taxing  gross  earnings,  which  raises 
a  similar  objection,  but  has  the  merit  of  simplicity.  The  alternative 
suggestion  has  been  made  (by  Lawson  Purdy)  that  if  tax  exemption 
of  securities  can  ultimately  be  modified  or  abandoned,  a  tax  on  divi- 
dends and  bond  interest  might  be  feasible  and  just,  since  the  use  of 
earnings  for  increasing  productive  capital,  instead  of  their  diffusion  in 
dividends,  has  economic  value,  if  it  is  not  worked  to  avoid  taxation. 
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Inheritance  taxes  had  not  heen  hvied,  except  at  tlie  time  of  the 
Spanish-American  war,  hy  the  national  government  previous  to  the  law 
of  1916,  which  has  been  amended  in  successive  years.  These  laws  have 
levied  a  tax  rising  from  1  per  cent  to  ii  j)er  cent,  and  again  dropping 
to  1  per  cent,  on  estates  not  exceeding  $")0,000,  and  taxed  the  excess 
without  regard  to  consanguinity,  from  iJ  per  cent  on  excess  above  $50,- 
000  to  25  l)er  cent  on  excess  above  $10,000,000,  producing  in  the  year 
1919  $82,029,983  of  revenue.  Inheritance  taxes  liad  for  many  years 
been  levied  by  most  of  the  states,  five  southern  states  excepted,  vary- 
ing in  proportion  to  estate  values  and  to  degrees  of  consanguinity.  The 
older  eastern  states  are  simple  and  conservative  in  these  taxes,  bequests 
in  New  York  to  lineals  being  taxed  above  $10,000,  from  1  per  cent  on 
$25,000,  up  to  4  per  cent  above  $100,000;  to  near  collaterals,  beyond 
$500,  2  per  cent  on  $25,000,  up  to  5  per  cent  above  $100,000;  to  others 
more  remote,  above  $500,  5  per  cent  on  $25,000,  up  to  8  per  cent  above 
$100,000.  California,  at  the  other  extreme,  developed  a  complicated 
and  very  high  levy,  bequests  to  lineals  beyond  $21',000  exemption  to 
widow  or  minor  child,  or  $10,000  to  others,  being  taxed  from  1  per 
cent  until  $25,000.  up  to  15  per  cent  above  $1,000,000;  to  near  col- 
laterals, above  $2,000,  from  3  per  cent  until  $25,000,  up  to  25  per  cent 
above  $1,000,000;  to  farther  collaterals  above  $1,000,  from  1  per  cent 
until  $25,000  up  to  80  per  cent  above  $1,000,000;  to  more  remote 
beneficiaries  above  $500,  from  5  per  cent  until  $25,000,  up  to  30 
per  cent  above  $500,000.  Wisconsin  pursues  a  middle  course,  taxing 
bequests,  with  the  exemption  varying  from  $10,000  for  widows  to  $100 
for  strangers,  to  lineals,  1  per  cent;  to  near  collaterals,  ll/>  per  cent; 
farther  collaterals,  3  jier  cent;  more  remote  of  kin,  1  per  cent;  other 
beneficiaries,  5  per  cent  until  $25,000,  these  rates  being  multiplied  from 
1/2  times  up  to  3  times  on  estates  above  $5,000,000. 

The  remarks  regarding  income  taxes  are  in  large  measure  applicable 
to  inheritance  taxes,  although  there  is  less  likelihood  that  a  citizen 
will  change  his  residence  because  of  excessive  inheritance  taxes.  Never- 
theless, evidence  is  not  lacking  that  this  effect  is  produced.  Great 
fortunes  are  not  usually  rolled  up  until  the  later  years  of  life,  when 
death  is  more  in  sight,  and  the  exodus  of  California  millionaires  to 
eastern  residence  may  partly  result  from  the  very  high  inheritance 
taxes  of  that  state.  While  in  one  sense  the  inheritance  tax  is  prefer- 
ably federal,  in  that  uniformity  throughout  the  states  is  desirable, 
tliere  is  no  substantial  reason  against  its  use  by  the  states,  and  a  com- 
promise plan  by  which  the  federal  tax  would  be  limited  to  fortunes 
above  $50,000  seems  not  an  unreasonable  compromise.  However  de- 
sirable on  general  principles,  a  single  levy  is  preferable  from  a  single 
source.  Another  plan  proposed  is  federal  taxation  solely,  with  return 
of  receipts  in  proportion  to  the  several  states,  on  an  equitable  basis, 
which  would  avoid  the  most  serious  evil  of  the  present  method  by  which 
inheritances  may  be  taxed  in  multiple  by  two  or  more  states.  Another 
possible  comproaiise  is  that  the  federal  inheritance  tax  should  be 
limited  to  intangibles,  while  the  several  states  would  levy  such  tax 
upon  realty  and  other  tangibles  in  situ  within  the  state.     On  the  other 
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hand,  inheritance  taxes  have  so  largely  been  left  to  the  states  that 
many  consider  that  this  source  of  taxes  might  fairly  after  the  war 
period,  be  relegated  by  the  nation  to  the  states,  provided  that  proper 
precautions  are  taken  by  each  state  against  double  taxation. 

Land,  which  in  these  United  States  is  under  the  sole  sovereignty  of 
the  sovereign  state  instead  of  the  federated  nation^  has  naturally 
formed  a  chief  source  of  revenue  in  state  taxation,  and  under  the 
"Henry  George"  single  tax  proposal  would  form,  if  sufficing,  the  sole 
source  of  revenvie  for  all  purposes.  Land,  usually  with  improve- 
ments thereon,  has  been  in  general  subject  to  property  tax,  in  this 
country,  though  in  other  countries  the  practice  or  tendency  has  been 
to  tax  land  through  income.  From  this  tendency  there  was  a  natural 
reaction  when  the  development  of  cities  increased  the  value  of  un- 
productive land,  freed  from  taxation,  in  the  hands  of  speculators. 
Realty  is  the  form  of  property  tax  for  state  revenue  on  which  practi- 
calh'  all  authorities  agree,  though  with  serious  difference  as  to  whether 
the  tax  should  be  levied  on  the  land  with  or  without  improvements. 
The  separate  valuation  of  land  and  improvements  in  New  York  City 
has  contributed  interesting  data  in  this  field,  and  the  most  noteworthy 
discussion  of  the  subject  is  to  be  found  in  the  report  in  1916  of  the 
Mayor's  Committee  on  Taxation.  On  this  subject  a  majority  of  the 
Committee  held  that  exclusive  land  taxes  would  tend  to  an  intensive 
use  of  land  in  congested  areas,  which  would  be  especially  dangerous 
unless  conditioned  on  a  zoning  system  and  limitation  of  building  height, 
while  the  minority  held  that  such  exemption  would  tend  to  relieve 
urban  congestion  by  promoting  suburban  development,  and  suggested 
as  a  compromise  and  test  that  the  tax  on  building  should  gradually  be 
reduced  by  10  per  cent  yearly  to  half  the  rate  on  land. 

The  general  property  tax,  comprehensive  of  all  property,  real  and 
personal,  tangible  and  intangible,  which  was  the  natural  scheme  for 
early  taxation,  has  proved  so  unscientific  and  delusive  in  results  as  to 
be  considered  obsolete  and  objectionable  in  large  measure  by  taxation 
authorities.  It  has  never  been,  nor  is  it  likely  to  be,  a  source  for  a 
federal  revenue,  and  a  trend  of  state  legislation  is  already  evident 
toward  its  replacement  with  respect  to  personal  property  by  a  classi- 
fied property  tax,  in  which  tangible  property  only  is  directly  taxed 
and  intangibles  are  taxed  by  their  income.  The  injustice  of  the 
former  method,  as  in  New  York  and  Massachusetts,  has  been  that  so 
large  a  proportion  of  actual  wealth  has  escaped  disclosure  that  the 
tax  upon  the  taxed  portion  has  in  manj'^  instances  eaten  up  thirty  or 
forty  per  cent  of  the  income  from  many  securities  and  left  a  net  in- 
come far  below  minimum  rates  of  interest.  In  respect  to  productive 
property  the  difference  between  a  property  tax  and  an  income  tax  is 
chiefly  one  of  proportion,  and  Professor  Bullock  has  pointed  out  that 
the  three-mill  tax  on  intangible  property  in  Minnesota  is  exactly  the 
same  as  the  six-j^er-cent  income  tax  upon  large  incomes  in  Wisconsin. 
The  wholesome  trend  of  current  legislation  is  toward  the  abandonment 
of  the  general  property  tax  and  its  replacement  by  a  classified  prop- 
erty   tax    on    land,    improvements    thereon,    and    moveable    tangibles, 
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either  at  the  same  rates  or  at  different  rates,  and  by  a  personal  in- 
come tax  on  incomes  from  intangibles  and  other  sources — the  first 
named  tax  exclusively  for  state  and  local  purposes,  the  second  dividing 
the  field  between  the  federal  and  state  governments,  preferably  in 
such  eoiirdinacion  as  permits  federal  rtlurns  to  be  used  as  the  basis 
of  state  taxation,  without  duplication  of  entry  and  return  on  tlie  part 
of  the  taxpayer. 

With  respect  to  coordination  of  taxation  within  a  state,  the  report 
of  the  Committee  on  a  Model  System  of  State  and  Local  Taxation, 
of  which  Professor  Charles  J.  Bullock  of  Harvard  is  chairman,  pre- 
sented to  and  approved  by  the  National  Tax  Association  at  its  meet- 
ing in  November,  1918,  presents  a  sciieme  well  worthy  of  considera- 
tion. This  proposes  to  recognize  the  threefold  possibilities  of  tax 
levied,  i.e.  (1)  at  residence  or  domicile,  (2)  in  situ  or  actual  location, 
and  (3)  place  of  earning,  by  a  threefold  system,  including  (1)  a  per- 
sonal income  tax  on  all  individual  income  levied  at  the  taxpayer's  resi- 
dence, (2)  a  property  tax  on  realty  and  other  tangibles  in  situ,  and 
(3)  a  tax  on  business  or  professional  net  earnings  at  the  place  where 
the  business  is  located  and  the  income  earned.  It  is  set  forth  that  in 
this  triple  system  each  method  of  taxation  would  complement  and  cure 
defects  in  the  other.  In  reply  to  the  criticism  that  income  from  land 
and  from  a  business  or  profession  is  again  taxed  to  the  individual  as 
personal  income,  thus  involving  double  taxation — which  the  Wisconsin 
law  avoids  by  permitting  taxes  on  personal  property  to  be  offset 
against  the  personal  income  tax — it  is  argued  that  this  is  not  double 
taxation  in  the  sense  of  being  inequitable  taxation,  but  simply  obvi- 
ates the  need  of  a  higher  personal  income  tax,  which  would  otherwise 
be  required.  The  tax  on  business  or  profession,  at  the  place  of  earn- 
ing, covering  alike  individuals,  firms  and  corporations,  if  adopted  gen- 
erally, would  solve  the  question  paramount  in  New  York  of  obtaining 
from  suburbanites  residing  in  other  states  reasonable  compensation 
for  the  facilities  of  earning,  possible  only  in  New  York  City,  without 
the  complication  of  deductions  dependent  upon  taxation  in  other  states, 
which  the  present  New  York  tax  law  involves.  The  general  scheme 
permits  differentiation  of  rates  in  respect  to  land,  improvements,  and 
movable  tangibles,  or  the  omission  of  any  tax  on  tangible  personal 
property ;  also,  the  omission  of  the  business  or  profession  tax,  espe- 
cially in  states  which  do  not  wish  to  tax  non-residents.  It  may  be 
added  that  the  right  of  a  state  to  tax  non-residents  with  discrimina- 
tion against  them  now  waits  decision  by  the  United  States  Supreme 
Court  in  the  ease  of  the  Yale  &  Towne  Manufacturing  Co. 

Poll  taxes  are  theoretically  useful,  not  as  a  means  of  revenue,  but 
because  they  identify  even  the  humblest  person,  who  pays  no  other  di- 
rect taxes,  with  the  ©{Deration  of  governments.  But  in  practice  they 
have  been  so  subject  to  abuse  that  they  have  rightly  fallen  into  disuse. 
They  have,  in  fact,  been  made  the  indirect  means  of  purchasing  votes, 
by  the  practice  of  political  parties  to  pay  the  poll  tax  for  an  indi- 
vidual vote,  especially  where  such  payment  is  a  condition  prerequisite 
to  the  right  to  the  vote. 
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Taxes  on  sales  are  not  recommended  for  use  for  any  taxing  unit, 
since  they  are  peculiarly  objectionable  because  they  must  be  added  to 
price  at  each  sale,  and  thus  increase  in  geometric  proportion  at  each 
stage,  as  they  finally  fall  upon  the  ultimate  consumer.  This  objection, 
however,  does  not  hold  good  on  sales  taxes  imposed  only  once  at  the 
sale  to  the  final  consumer,  which  are  not  multiplied,  but  which  are  ob- 
jectionable chiefly  because  of  their  inconvenience. 

The  use  of  stamps,  as  a  means  of  sales  tax,  applied  to  the  article 
itself  or  the  document  of  transfer,  also  obviates  this  objection,  and 
these  have  been  the  usual  means  of  collecting  taxes  on  tobacco  in  the 
first  sale  of  the  manufactured  product.  But  as  applied  to  other  sales 
and  to  bank  checks,  etc.,  they  are  contrary  to  the  methods  and  tra- 
ditions of  our  people  and  of  personal  inconvenience,  and  have,  there- 
fore, been  utilized  almost  entirely  for  unusual  taxation  during  war 
periods. 

Road  taxes  for  the  construction  and  maintenance  of  roads  were 
originally  purely  local,  because  roads  were  chiefly  used  by  those  dwell- 
ing upon  them  and  were  consequently  levied  upon  abutters  and 
worked  out  in  terms  of  "day's  labor."  The  development  of  automo- 
biles and  the  construction  of  national,  state,  and  county  roads  as 
thoroughfares  have  changed  all  this,  and  the  wear  and  tear  upon  roads 
is  no  longer  from  local  vehicles,  but  from  speeding  automobiles  and 
heavy  motor  trucks,  which  destroy  roads,  in  direct  proportion  to 
weight  and  squared  proportion  to  speed,  according  to  the  mathemati- 
cal formula,  mv'^,  that  impact  is  measured  by  mass  multiplied  by  the 
square  of  velocity.  In  some  states  no  licenses  for  drivers  are  required, 
while  in  others  the  requirements  are  rigid.  Automobile  permits  are 
good  only  within  the  state,  or  by  courtesy  and  with  time  restriction  in 
other  states,  and  there  is  no  arrangement,  such  as  existed  between 
continental  countries  in  Europe  through  the  French  triptych,  for  in- 
terstate travel.  In  traversing  the  Lincoln  Highway  from  the  Atlantic 
to  the  Pacific,  the  automobilist  would  pass  through  twelve  states,  re- 
quiring as  many  licenses,  in  case,  as  a  traveler,  he  should  desire  to 
prolong  his  stay  in  the  several  states  beyond  the  courtesy  limits  of 
time.  Roadways  have,  in  fact,  like  our  railways  and  our  waterways, 
become  of  interstate  character,  and  to  these  are  now  added  airways, 
even  more  of  interstate  extension.  It  would,  therefore,  seem  proper 
that  all  who  act  as  drivers  or  pilots  on  road  or  rail,  on  water  or  in  air, 
should  be  equally  made  subject  to  examination  and  certification  under 
license  tax,  either  by  federal  authorities  or  under  federal  specifica- 
tions, which  would  be  uniform  throughout  the  states.  It  may  also  be 
suggested  that  road  taxes  might  be  replaced  by  travel  licenses  for 
automobile  vehicles  varying  with  the  weight  and  speed,  i.e.  horse- 
power of  such  vehicles,  the  collections  to  be  made  by  federal  authori- 
ties or  under  federal  requirements  and  regulations,  to  be  distributed  in 
proportion  to  the  mileage  and  width  of  good  roads,  respectively  na- 
tional, state  and  local,  constructed  and  maintained  to  meet  federal 
specifications,  which  licenses  should  be  good  throughout  the  states.     It 
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is  recognized  that  a  chief  need  of  the  nation  and  of  all  localities  is  a 
thorougli  system  of  good  roads,  towards  which  this  form  of  road 
licenses  would  be  a  direct  help. 

Summary 

The  Committee  on  Coordination  in  Taxation  accordingly  suggests 
the  following  as  desiderata  for  wise  coordination  of  taxes: 

1.  Budgets:  National,  state,  and  local  budgets^  with  flexible  and 
carefull}'  safeguarded  j)rovision  for  contingencies,  as  a  prime  requisite 
for  coordinated  taxation, 

2.  Federal  Taxes:  In  addition  to  (1)  import  or  customs  taxes  re- 
served to  the  federal  government  and  excise  taxes  of  large  return 
levied  on  the  growth  or  manufacture  of  luxury  products  produced 
throughout  the  country,  (2)  a  simplified  form  of  progressive  income 
tax  levied  on  natural,  if  not  on  legal  persons,  and  a  graded  business 
or  corporation  tax  levied  on  corporations  and  other  business  concerns 
on  profits,  possibly  with  exemption  of  a  normal  i^er  cent  reckoned  on 
the  plant  or  property  producing  such  profits,  or  on  gross  earnings  or 
on  dividends,  in  no  case  to  exceed  50  per  cent  in  the  highest  zone  of 
either  tax,  as  the  preferable  taxation  in  time  of  peace,  omitting  minor 
taxes  of  annoyance  to  individual  taxpayers  within  adequate  return  to 
the  government,  levied  under  war  conditions  on  the  theory  of  finding 
every  possible  source  of  revenue.  Possibh',  also,  inheritance  taxes,  on 
a  flat  basis,  leaving  graded  taxes  to  state  governments  as  now,  or  on 
a  graded  basis  at  least  on  intangibles,  with  partition  of  returns  with 
the  states,  perhaps  leaving  to  the  states  inheritance  taxes  on  land  and 
other  tangibles,  to  be  taxed  in  situ.  Also,  license  fees  for  callings  and 
transport  agencies  in  national  or  interstate  relations. 

S.  State  Taxes:  A  tax  system  avoiding  cross-taxation  between  the 
states  on  the  lines  of  that  recommended  by  the  Committee  of  the  Na- 
tional Tax  Association  on  a  Model  System  of  State  and  Local  Taxa- 
tion, i.e.:  (1)  A  classified  property  tax:  on  land,  with  or  without  a 
tax  on  other  tangibles  in  situ,  possibly  with  separate  assessment  of 
land  and  improvements,  as  well  as  movable  tangibles,  at  different  rates, 
as  the  basic  revenue  of  the  state,  with  the  addition  of  local  rates  for 
local  units;  (2)  A  business  or  profession  tax:  on  earnings  within  the 
state,  also  subject  to  local  adjustment;  (S)  A  general  income  tax:  on 
residents  at  their  place  of  residence,  covering  all  sources  of  income — 
either  additional  and  complementary  to  the  other  taxes,  or  made  high 
enough  to  permit  offset  of  the  property  and  business  taxes  by  deduc- 
tion of  their  amounts — conforming  as  closely  as  practicable  to  tlie  fed- 
eral methods,  and  preferably  a  supertax  imposed  on  the  federal  in- 
come tax.  Possibly,  also,  inheritance  taxes  in  coordination  with  fed- 
eral inheritance  taxes,  if  these  be  continued,  and  excluding  tangible 
property  elsewhere  than  in  the  state  of  residence ;  otherwise,  on  a 
graded  basis  and  levied  on  residents  to  cover  intangibles  and  tangible 
property  within  the  state  of  residence.  Also,  license  fees  for  pro- 
fessions or  callings  relating  to  public  health  or  state  jurisdiction  and 


262  American  Economic  Association 

requiring  professional  examination,  as  doctors,  lawyers,  and  teachers, 
as  well  as  tliose  for  automobile  drivers  and  machines,  if  not  included 
in  federal  taxes,  issued  under  federal  specifications  and  good  through- 
out the  states,  with  participation  among  taxing  units,  in  proportion  to 
good  roads,  state  and  local,  conforming  to  national  standards  of  con- 
struction and  maintenance. 

4.  Local  Taxes :  Taxes  superimposed  upon  or  coordinated  with  state 
taxes  on  land  and  other  tangibles  and  on  business  or  professions  within 
the  local  unit.  Also,  licenses  on  callings  and  transport  facilities,  in- 
volving tests  of  cajDabilit}'  and  police  regulations,  as  horse  drivers, 
trolley  men,  public  conveyances,  etc. 

The  purposes  of  this  plan  are  to  make  taxation  as  simple  and  direct 
as  practicable,  avoiding  cross  taxation  between  the  several  taxing 
units,  national,  state,  and  local,  and  basing  federal  and  state  taxation, 
respectively,  except  as  to  personal  income  and  corporation  and  inheri- 
tance taxes,  on  separate  subjects  of  taxation,  while  permitting  to  lo- 
calities provision  for  local  needs  by  increased  rates  on  land  and  prop- 
erty and  business  incomes.  It  seeks  to  avoid  annoying  and  conflicting 
taxes  in  minor  fields  of  taxation,  which  perplex  and  inconvenience  the 
taxpayer  without  adequate  return.^ 

Thomas  S.  Adams, 
Law  SON  Purdy, 
Henry  W.  Farnam, 
R.  R.  Bowker,  Chairman. 
December  29,  1919. 


1  Acknowledgment  is  made  for  the  cordial  cooperation  and  valuable  help 
given  bj'  A.  E.  Holcomb,  secretary  of  the  National  Tax  Association,  Professor 
Charles  J.  Bullock,  chairman  of  its  Committee  on  a  Model  System  of  State 
and  Local  Taxation,  and  Dr.  C.  C.  Williamson,  head  of  the  Economics  Depart- 
ment of  the  New  York  Public  Library.  It  should  be  made  clear  that  in  this 
report,  as  is  usual,  all  the  individual  points  are  not  acceptable  to  every  mem- 
ber, and  that  no  one  member,  therefore,  may  rightly  be  quoted  as  accepting 
each  individual  position.  The  report,  in  a  word,  represents  general  approval 
and  cannot  be  taken  as  the  individual  expression  on  each  point  of  each  mem- 
ber. Prof.  H.  L.  Lutz  of  Oberlin  College,  though  appointed  on  the  Commit- 
tee at  its  start,  has  not  taken  an  active  part  in  its  work,  and  is,  therefore, 
not  a  signer  of  the  report. 


REPORT  OF  COMMITTEE  OX  UTILIZATION  OF  MATERIAL 
IX  THE  DRAFT  QUESTIOXX AIRES 

Your  Committee  appointed  to  report  on  the  utilization  of  material  in 
the  draft  questionnaires  has  not  confined  its  inquiries  to  the  draft 
questionnaire  files,  but  has  taken  into  account  as  well  other  question- 
naire and  record  material  of  economic  significance  now  in  the  custody 
of  different  government  offices. 

In  the  mass^  this  material  undoubtedly  constitutes  an  original  record 
of  economic  conditions  and  phenomena  during  the  war  of  permanent 
value,  provided  it  can  be  located,  preserved,  indexed,  arranged,  and 
made  accessible. 

As  regards  effective  utilization  of  this  material  by  students  in  the 
future,  the  immediate  problem  is  clearly  one  of  determining  the  char- 
acter of  the  material  and  its  physical  disposition.  This  work  of  lo- 
cating and  indexing  questionnaire  files  and  other  war  record  files,  your 
Committee  believes  must  be  done  by  a  government  agency,  and  it  be- 
lieves that  the  agency  which  may  most  proi^erly  undertake  the  work 
is  the  Council  of  National  Defense,  which  has  already  taken  over  into 
its  custody  the  valuable  files  of  the  War  Industries  Board. 

Your  Committee  would  call  attention  to  the  fact  that  these  files  of 
questionnaires  and  records  represent  the  activities  of  economic  and 
statistic  services  which  were  built  up  as  temporary  emergency  war 
services  and  which  have  been  very  largely  demobilized  during  the  past 
year.  In  some  cases  the  custody  of  these  files  now  devolves  upon  tem- 
porary skeleton  organizations  and  in  other  cases  has  been  transferred 
to  one  or  another  permanent  government  office — the  Fuel  Adminis- 
tration records,  for  example,  to  the  Bureau  of  Mines,  and  the  War 
Trade  Board  questionnaires,  in  part,  to  the  Foreign  Trade  Adviser  in 
the  State  Department.  The  War  Labor  Board  decisions  are  in  the 
custody  of  the  Department  of  Labor.  The  Food  Administration  files 
v.'ill  probably  be  turned  over  to  the  Department  of  Agriculture. 

The  present  disposition  of  some  of  these  files  is  indicated  in  the 
statements  appended  to  this  report,  which  have  been  prepared  by  the 
custodian  of  records  of  the  Council  of  X^ational  Defense  and,  as  re- 
gards the  draft  questionnaires  and  army  records,  by  the  Chief  Statisti- 
cal Officer  of  the  Statistics  Branch  of  the  General  Staff. 

This  accumulation  of  material,  which  exists  now  largely  in  a  raw 
state  under  rather  uncertain,  provisional,  and  precarious  custody,  pre- 
sents a  broad  field  for  research,  and  your  Committee  is  of  the  opinion 
that  it  is  of  vital  importance  that  the  records  of  our  economic  mobili- 
zation for  war  and  of  the  economic  phenomena  of  war  shall  be  sur- 
veyed, indexed,  and  arranged,  so  as  to  be  made  available  for  utiliza- 
tion by  students  who  may  in  the  future  undertake  special  lines  of 
research. 

Among  the  files  to  be  brought  under  such  survey  are  those  of  such 
agencies  as  the  Council  of  National  Defense,  the  War  Industries 
Board,  the  War  Labor  Board,  the  Industrial  Relations  Section  of  the 


264*  Aviericcm  Economic  Association 

Emergency  Fleet  Corporation  (including  records  of  the  Shipbuilding 
Wage  Adjustment  Board),  the  Railroad  Administration,  the  Food  Ad- 
ministration, the  Labor  Administration  in  the  Department  of  Labor 
(including  the  War  Labor  Policies  Board,  Women  in  Industry,  indus- 
trial conditions,  etc.),  the  Committee  on  Public  Information,  the  Fi- 
nance Corporation,  the  War  Department  draft  questionnaires  and  the 
army  and  navy  records  (including  records  of  the  industrial  service 
sections,  army  ordnance,  signal  corps,  and  quartermaster  general). 
Finally,  in  so  far  as  they  can  be  made  available,  the  special  compila- 
tions and  researches  made  under  the  direction  of  the  State  Depart- 
ment for  the  use  of  the  President  and  Commissioners  to  the  Peace 
Conference  should  be  brought  under  survey. 

As  is  pointed  out  in  the  statement  appended  to  this  report,  the 
draft  questionnaires  and  army  records  provide  data  for  analyses  and 
compilations  of  very  considerable  significance  as  regards  especially 
public  health,  occupatioiial  classification,  and  other  characteristics  of 
the  male  population  of  draft  age. 

Your  Committee  would  call  attention  further  to  the  fact  that  a  Joint 
Committee  of  the  American  Economic  Association,  the  American  Po- 
litical Science  Association,  and  the  American  Historical  Association  on 
providing  a  Government  Archives  Building  has  been  appointed ;  and 
this  Joint  Committee  has,  as  we  are  informed,  interested  itself  in  the 
disposition  of  the  files  of  the  temporary  war  boards  and  services.  We 
would  recommend,  therefore,  that  the  matter  of  making  a  survey  of 
the  questionnaire  and  record  files  in  the  custody  of  direct  govern- 
ment offices  be  referred  to  this  Joint  Committee,  with  the  recommenda- 
tion that  if  it  seems  feasible  the  Council  of  National  Defense  be  re- 
quested to  undertake  a  complete  survey  and  indexing  of  such  files,  and 
undertake  also  the  custody  of  such  files  in  cases  where  the  custody 
has  not  already  been  or  may  not  more  advantageously  be  devolved  upon 
some  other  permanent  government  office. 

If  this  report  is  accepted  and  approved,  we  recommend  that  this 
special  committee  on  utilization  of  questionnaire  material  be  dis- 
charged, and  that  a  copy  of  this  report,  with  appended  statements,  be 
transmitted  to  the  Chairman  of  the  Joint  Committee  on  a  Government 
Archives  Building. 

Joseph  A.  Hill, 
William  F.  Willoughby, 
John  Cummings,  Chairman. 

APPENDICES 

Statesiext  by  CrsTODiAx  OF  Records  of  the  Couxcii,  of  National  Defense 

The  dockets  of  the  National  War  Labor  Board  constitute  exceedingly  valu- 
able material  on  wages,  hours,  working  conditions,  shop  committees,  rnethods 
of  arbitration,  etc.  There  are  over  1200  of  these  dockets.  A  very  few  sets 
have  been  collected,  bound  and  indexed  by  the  Bureau  of  Applied  Economics, 
Washington,  D.  C.  (a  private  agency).  These  sets  include,  in  addition  to  the 
official  dockets,  collateral  material  printed  locally,  as  for  instance,  the  book- 
lets in  the  case  of  the  Bridgeport  plan.     The  Food  x\dministration  files  still 
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repose  in  the  Food  Administration  Building.  Tlie  Fuel  Adniiiiislration  filrs 
are  deposited,  pursuant  to  Executive  Order,  in  the  Bureau  of  Mines.  The 
files  of  the  Committee  on  Public  Information  are  deposited  with  the  Coimcil 
of  National  Defense. 

On  July  22,  1919,  the  files  of  the  War  Industries  Board  were  transferred  by 
Executive  Order  to  the  Council  of  National  Defense.  .\t  the  time  of  transfer 
these  files  were  contained  in  43.5  steel  file  cabinets.  The  War  Industries 
Board  comprised  some  eiphty  odd  units  or  sections,  wiiich  may  be  grouped 
rougiily  as  regulating  distribution,  ])rices,  as  ])ertainiMg  to  jiroduction  of 
certain  finished  products  and  to  production  of  certain  raw  materials,  respec- 
tively. 

Distribution  was  regulated  by  priority,  clearance,  and  allocation.  There  are 
some  205,000  priority  certificates  and  a])plications  on  file,  which  in  them- 
selves represent  a  large  body  of  information  concerning  industrial  plant 
capacity,  etc.  In  1916  and  again  in  1918  an  industrial  inventory  was  made 
of  plants  having  a  specified  producing  equipment.  Some  30,000  of  these  in- 
ventories are  on  file. 

The  material  concerning  prices  and  price  fixing  represents  probably  the 
largest  body  of  similar  material  in  this  coimtry.  In  addition  to  the  original 
material  used  in  com])iliiig  the  well-known  fifty-seven  Price  Bulletins,  there  is 
a  large  quantity  of  original  material  collected  by  the  Price  Fixing  Commit- 
tee relating  largely  to  costs.  The  Minutes  of  the  Price  Fixing  Committee  and 
its  conferences  with  the  trade  constitute  valuable  economic  source  material; 
of  the  confei'ences,  146  were  held  between  March   15  and  December  12,   1918. 

Both  the  finished  products  and  the  raw  materials  over  which  the  War  In- 
dustries Board  had  jurisdiction  were  chiefly  those  vital  to  war  needs.  Many 
weekly  and  monthly  reports  were  exacted  from  the  trade  by  the  Board,  by 
means  of  which  its  policy  of  distribution  was  determined.  In  addition  to 
these  regular  reports  a  large  number  of  questionnaires  were  sent  out.  These 
concerned  production,  capiicity,  conversion,  and  standardization.  Four  hun- 
dred and  three  different  questionnaires  have  so  far  been  recovered  from  the 
files,  sorted,  arranged,  and  indexed. 

Statement  by  the   Chief   Statistical   Officer,   Statistics   Branch   of   the 

General  Staff 

Some  23,000,000  men  were  registered  for  the  draft.  Of  these  apparently 
some  10  or  12  million  made  out  the  questionnaires,  which  gave  many  details 
in  regard  to  their  residence,  place  of  birth,  race,  citizenship,  education,  trade 
skill,  etc.  Some  studies  of  the  data  contained  in  these  questionnaries  were 
made  by  the  Office  of  the  Provost  Marshal  General  and  the  results  are  found 
in  the  published  reports  of  that  officer.  These  studies  related  only  to  the 
records  of  the  men  who  were  called  to  service  and  were  not  at  all  complete 
even  for  this  class.  Furthermore,  many  interesting  inquiries  which  apparently 
could  be  answered  from  the  data  embodied  in  the  questionnaires  had  never 
been  undertaken.  These  questionnaires,  together  with  the  registration  cards 
and  other  records  of  the  draft  are  stored  in  the  Washington  Barracks,  this 
city.  There  is  at  present  no  plan  for  making  any  further  statistical  study  of 
this  enormous  mass  of  material. 

In  the  files  of  the  Adjutant  General  in  this  city  are  various  records  con- 
sisting principally  of  qualification  cards  and  service  records  of  men  who 
served  during  the  war  There  are  also  the  records  accumulated  by  the  Ad- 
jutant General's  Office  of  the  A.  E.  F.,  containing  information  in  regard  to  the 
service  of  the  men  who  went  overseas.  The  number  of  men  dealt  with  in 
these  records  is  in  the  neighborhood  of  four  million  and  the  number  of  indi- 
vidual cards  or  service  records  is  several  times  four  million.  The  reduction 
to  usable  statistical  form  of  the  data  contained  in  these  records  may  seem 
perhaps  to  be  a  matter  chiefly  of  interest  to  the  W^ar  Department  rather  than 
to  the  general  public.  Nevertheless,  there  is  evident  a  great  deal  of  interest  on 
the  part  of  the  general  public  in  questions  relating  to  the  composition  of  the 
war  armv. 
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This  oflRce  is  in  almost  daily  receipt  of  letters  asking  for  information  like 
the  following: 

Number  of  college  men  in  the  army  and  proportion  who  were 
commissioned. 

Number  of  men  skilled  in  various  trades  who  served  in  the  army. 

Number   of  men   who   entered   the  army   as   enlisted   men   and 
afterwards  commissioned. 

Number  of  soldiers  of  various  nationalities  and  races. 
In  addition  to  general  questions  like  the  above  affecting  the  whole  army, 
many  inquiries  are  made  in  regard  to  the  number  of  men  serving  from  vari- 
ous cities,  counties,  and  congressional  districts  and  these  inquiries  usually  re- 
late to  particular  classifications  of  men  similar  to  those  mentioned  in  the 
previous  paragraph.  At  the  present  time  it  is  a  very  simple  matter  to  find 
the  complete  military  record  of  any  individual  who  may  be  named  because 
the  system  of  filing  in  the  Adjutant  General's  Office  has  been  developed  prin- 
cipally with  that  point  in  view,  but  it  is  almost  impossible  to  get  any  answer  to 
questions  such  as  those  above  enumerated. 

The  Navy  Department  has  a  system  of  punched  cards  on  which  are  re- 
corded a  vast  number  of  details  in  regard  to  all  the  men  who  served  in  the 
Navy  during  the  war  and  for  many  years  previously.  By  the  use  of  this  sys- 
tem the  Navy  is  able  to  answer  questions  of  the  character  under  discussion, 
usually  with  great  promptness  and  a  high  degree  of  accuracy.  It  is  very  un- 
fortunate that  a  system  of  this  kind  was  not  put  into  service  in  the  War 
Department  in  the  spring  of  1917.  Even  today  it  would  be  well  worth  all  it 
would  cost  to  put  in  such  a  system  covering  at  least  the  officers  and  enlisted 
men  who  actually  served  during  the  war. 
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REPORT  OF  THE  JOINT  CENSUS  ADVISORY  COMMITTEE 
OF  THE  AxMERlCAN  STATISTICAL  AND  AMERI- 
CAN ECONOMIC  ASSOCIATIONS 

In  the  autumn  of  1918  it  was  brought  to  the  attention  of  the  Secre- 
tary of  Commerce  that  events  of  the  past  few  years  had  not  tended 
to  increase  tlie  confidence  existing  between  the  Bureau  of  the  Census 
and  the  American  Statistical  Association  and  the  American  Economic 
Association,  the  two  scientific  organizations  most  directly  interested 
in  the  Census  Bureau  and  its  product,  but  tliat  these  associations  had 
in  fact  been  inclined  to  adopt  a  critical  attitude  toward  the  Bureau. 
Accordingly,  in  order  to  restore  confidence  and  increase  cooperation 
and  efficiency,  the  Secretary  of  Commerce,  with  the  cordial  assistance 
and  approval  of  the  Director  of  the  Census,  on  November  18,  1918, 
addressed  an  identical  letter  to  Dr.  Wesley  C.  Mitchell,  President  of 
the  American  Statistical  Association,  and  Professor  Irving  Fisher, 
President  of  the  American  Economic  Association.  This  letter  was  as 
follows : 

November  18,  1918. 
My  dear  Sir: 

As  you  are  doubtless  aware  a  Bill  authorizing  the  Fourteenth  Census  to  be 
taken  as  of  the  year  1920  has  passed  the  House  of  Representatives  and  is 
pending  in  the  Senate.  We  have  suflBcient  confidence  in  its  probable  passage 
in  substantially  its  existing  form  to  warrant  our  addressing  you  on  behalf 
of  the  Bureau  of  the  Census  and  of  the  Department  of  Commerce  as  below. 

It  is  the  earnest  desire  of  the  Director  of  the  Census  that  the  Fourteenth 
Census  shall  mark  a  definite  advance  in  quality,  promptness,  and  in  the  effec- 
tiveness of  the  work  done.  The  legislation  has,  therefore,  been  drawn  after 
careful  study  of  the  previous  legislation,  after  conference  with  those  who  have 
taken  part  in  earlier  work  of  the  kind  and  with  the  approval  of  the  Civil 
Service  Commission  in  the  portions  which  fall  under  the  purview  of  that  body. 

The  step  we  now  desire  to  take  is  to  tie  up  the  work  of  this  census  to  the 
best  scientific  thought  and  practice  as  represented  through  your  Association 
and  the  American  Economic  Association.  Consequently  this  letter  is  ad- 
dressed to  you  and  a  letter  of  like  tenor  and  date  is  sent  to  Prof.  Irving 
Fisher,  President  of  the  American  Economic  Association,  to  request  that 
you  appoint  a  committee  of  your  body  to  be  advisory  to  the  Director  of  the 
Census  and  the  Department  of  Commerce  in  connection  with  the  work  of  the 
Fourteenth  Census.  We  suggest  for  your  consideration  a  committee  of  three 
but  are  not  particular  as  to  the  exact  number  save  that  it  should  be  of  such 
moderate  size  as  to  be  efficient  in  its  work. 

We  should  deem  it  a  pleasure,  were  such  a  committee  appointed,  to  have 
it  confer  with  the  Director  of  the  Census  l)oth  before  and  during  the  work 
of  the  census  itself,  and  careful  consideration  will  be  gladly  given  to  the  sug- 
gestions such  a  committee  might  think  well  to  make. 

Awaiting  what  I  trust  will  be  a  favorable  reply,  I  am. 

Yours  very  truly, 

William  C.  Redfield, 
Secretary. 

Upon  receipt  of  this  letter  by  the  officers  of  the  two  associations  it 
was  at  once  recognized  that  this  joint  committee  might  be  of  much 
practical  assistance  to  the  bureau  in  confronting  the  great  task  of  or- 
ganizing and  taking  the  Fourteenth  Census.  It  was  also  believed  that 
in  the  event  of  successful  cooperation  the  example  and  precedent  of 
an  effective  advisory  committee  would  be  likely  to  prove  of  great  im- 
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portance  to  the  government  in  leading  to  similar  relationships  be- 
tween other  government  bureaus  and  scientific  associations  or  private 
organizations.  One  of  the  important  developments  of  the  war  had 
been  the  sudden  and  close  collaboration  between  the  government  and 
scientific  and  industrial  interests  of  the  nation  made  necessary  during 
the  emergency  period^  and  it  was  pointed  out  by  men  of  standing, 
who  had  come  to  Washington  solely  to  be  of  assistance  to  the  gov- 
ernment, that  the  time  was  favorable  for  encouraging  similar  cooper- 
ation in  connection  with  a  recurring  and  distinctly  peace  function  of 
the  government.  It  was  recognized  that  of  all  the  peacetime  activities 
of  the  federal  government,  taking  and  compiling  the  census  was  the 
largest. 

Accordingly,  at  the  annual  meeting  of  the  two  associations  both  held 
in  Richmond  the  following  month  (December  27),  a  cordial  response 
was  made  to  this  request. 

The  Joint  Advisory  Committee  appointed  was  as  follows:  Repre- 
senting the  American  Economic  Association,  Professor  Walter  F.  Will- 
cox,  Professor  Edwin  R.  A.  Seligman,  and  Dr.  Wesley  C.  Mitchell; 
representing  the  American  Statistical  Association,  Professor  Carroll 
W.  Doten,  Dean  Edwin  F.  Gay,  and  Mr.  William  S.  Rossiter. 

Each  member  of  the  joint  committee  was  considered  to  be  espe- 
cially qualified  by  his  experience  or  work,  or  both,  to  be  of  practical 
assistance  to  the  bureau. 

At  the  time  of  the  appointment  of  the  committee,  Messrs.  Gay, 
Doten,  Mitchell,  and  Rossiter  were  still  engaged  in  war  work  of  a  sta- 
tistical or  economic  sort,  and  were  therefore  available  in  Washington 
for  service  on  the  committee.  By  an  agreement  between  the  members 
and  the  director,  approved  by  the  department,  the  other  two  mem- 
bers not  then  in  the  federal  service  were  appointed  special  agents  of 
the  census  at  a  salary  of  $1  per  annum  to  permit  payment  of  travelling 
expenses  and  a  small  part  of  their  living  expenses  during  the  meet- 
ings of  the  committee.  As  rapidly  as  the  other  members  retired  from 
active  government  service,  which  occurred  between  February  and 
June,  1919,  they  were  one  by  one  placed  upon  the  same  basis,  so  that 
by  July  all  were  accredited  as  special  agents  of  the  census  without 
compensation. 

The  first  meeting  of  the  Advisory  Committee  was  held  February  10 
and  11,  1919.  Mr.  Rossiter  was  elected  chairman.  The  Secretary  of 
Commerce  and  the  Director  of  the  Census  outlined  the  problems  of 
the  bureau,  and  the  committee  took  up  the  consideration  of  general 
questions  submitted  to  it,  which  naturally  related  to  the  preliminary 
organization  of  the  work  in  anticipation  of  the  enactment  of  the  Four- 
teenth Census  Law,  then  ready  for  passage  by  Congress. 

Meetings   Held 

Meetings  of  the  joint  committee  have  all  been  held  in  Washington. 
Thus  far  there  have  been  seven,  on  February  10,  February  27,  March 
21,  April  18,  May  23,  June  27,  and  October  31.     Each  meeting  has 
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covered  two  days,  so  that  from  the  ()rf>;aiii/ation  of  the  joint  com- 
mittee up  to  the  date  of  the  preparation  of  tliis  report,  the  connuittce 
has  devoted  fourteen  working  days  to  its  task.  It  has  been  customary 
to  hold  morning  and  afternoon  sessions  on  each  of  the  two  days  of  the 
meetings  and  on  an  average  twelve  hours  have  been  spent  at  each  meet- 
ing. The  meetings  have  been  faithfully  attended;  at  all  of  thtin  at 
least  five  members  were  present,  and  at  three  the  entire  membershij) 
liave  been  in  attendance.  This  record  of  attendance  was  accomi)lished 
oftentimes  at  great  jjcrsonal  inconvenience. 

Believing  that  systematic  conduct  of  committee  affairs  was  one  es- 
sential to  success,  the  committee  requested  the  director  to  assign  an 
expert  statistical  clerk  familiar  with  census  operations  and  publications 
to  act  as  secretary.  This  was  promptly  done,  and  Miss  Mary  F. 
Griffin,  an  editorial  expert  of  the  Division  of  Revision  and  Results, 
was  assigned  to  this  service.  Miss  Griffin  has  had  charge  of  the 
preparation  of  proceedings  and  various  memoranda  and  of  much  of  the 
committee's  correspondence. 

In  general  the  opening  session  of  each  meeting  of  the  joint  com- 
mittee has  been  occupied  with  conferences  with  the  director,  statisti- 
cians, and  other  officials  concerned  with  such  subjects  as  were  under 
consideration.  These  conferences  have  been  followed  b}^  general  dis- 
cussion leading  to  the  adoption  of  recommendations  to  the  Bureau, 
which  after  the  close  of  the  meeting  were  transmitted  to  the  director. 

Scope  of  the  Committee  Work 

The  early  meetings  of  the  committee  naturally  were  occupied  largely 
with  conferences  with  the  director  or  bureau  officials  concerning  plans, 
scope  of  the  coming  enumeration,  and  problems  of  administration. 
While  the  committee  was  eager  to  aid  in  any  manner,  in  searching  for 
the  opportunitj^  for  greatest  usefulness,  it  took  the  position  that  ad- 
ministrative details  and  policies  were  the  concern  less  of  the  com- 
mittee than  the  statistical  product  itself — especially  the  method  of 
presentation  and  manner  of  distribution.  Obviously,  the  former  task 
is  distinctly  that  of  the  officials  in  charge,  for  which  they  are  resjDonsi- 
ble  to  the  President  and  Congress.  Hence  after  the  earlier  meetings 
the  committee  gave  consideration  to  the  administrative  side  of  the 
office  only  to  the  extent  of  assuring  itself  that  the  work  was  proceeding 
in  such  a  way  that  the  product  v.ould  not  be  impaired.  Some  con- 
sideration was  given  (at  the  director's  suggestion)  to  the  problem  of 
securing  a  suitable  card  punch,  but  the  committee's  advice  was  not 
accepted.  It  became  increasingly  evident  that  in  a  careful,  well  worked 
out  plan  of  form  and  content  of  census  published  results  lay  the  prin- 
cipal possibilities  of  committee  service.  Other  recommendations  in 
considerable  numbers  were  made  and  it  is  hoped  were  useful,  but  in 
submitting  those  relating  to  form  and  content  the  committee  believes 
that  it  has  been  able  to  aid  the  bureau  to  effect  real  reforms. 
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Analysis  of  Recommendations  Submitted 

The  deliberations  of  the  committee  took  concrete  form  in  39  reso- 
lutions. These  relate  to  the  following  subjects:  Organization  of 
personnel,  6 ;  preliminary  work  in  general,  3 ;  mechanical  devices  pro- 
posed for  use  in  the  next  census,  4 ;  the  population  schedule  and  segre- 
gation of  urban  and  rural  populations,  6;  the  classification  of  occupa- 
tions, 2  (comprising  13  subdivisions);  schedules  for  manufacturing 
industries,  2 ;  the  agricultural  schedules  and  the  work  of  the  division 
of  agriculture,  4 ;  order  of  publication  and  content  of  census  reports, 
7 ;  methods  of  presentation  and  distribution  of  the  results^  2  (compris- 
ing 9  subdivisions)  ;  miscellaneous,  3. 

The  Director  of  the  Census  welcomed  the  opinions  of  the  Advisory 
Committee.  He  has  extended  every  facility  to  the  committee  in  his 
power,  and  he  expresses  very  earnestly  his  desire  to  secure  the  co- 
operation of  the  American  Statistical  and  American  Economic  Asso- 
ciations in  making  the  work  of  the  bureau  most  effective.  To  each 
recommendation  of  the  committee  the  director  has  made  response  in 
v/riting.  He  has  either  accepted  the  committee's  judgment  or  has 
promised  to  give  attention  to  the  suggestions  made.  Of  the  39  recom- 
mendations made^  17  have  been  substantially  approved  and  adopted 
by  the  bureau;  6  have  not  been  concurred  in;  and  13  seem  not  yet  to 
have  been  acted  upon.  Three  others  were  of  such  a  nature  that  no 
definite  action  was  called  for.  Several  of  those  in  the  unacted-on 
grouja  could  not  be  satisfactorily  disposed  of  without  considerable  time 
and  thought,  but  the  more  important  have  practically  been  accepted. 
This  group  includes  the  recent  series  dealing  with  the  general  sub- 
jects of  content  and  methods  of  presentation  and  distribution. 

The  space  occupied  by  the  series  of  recommendations  of  the  Ad- 
visory Committee  to  the  Director  of  the  Census  forbids  inclusion  in  the 
body  of  this  report  of  progress.^ 

Content  and  Publication  Policy 

Reference  to  recommendations,  20,  30,  32,  33,  34,  38  and  39  will 
make  evident  the  jDarticular  stress  laid  by  the  committee  upon  the 
necessity  for  speed  of  publication  of  census  material.  This  need  ap- 
pears to  the  committee  the  more  urgent  in  view  of  the  long  delay  in 
publishing  the  results  of  the  Thirteenth  Census.  To  aid  in  securing 
this  object  the  committee,  after  mature  deliberation,  emphatically 
recommended  that  the  director  adojDt  the  policy   (outlined  in  recom- 

1  Recommendations  of  the  Committee: 

A.  Substantially  approved  and  adopted:     1,  3,  4,  6,  8,  9,  10,  13,  14,  20, 

26,  7(a),  18(1),  and  28(2). 

B.  Approved  but  not  finallv  disposed  of:     .5,  15,  21. 

C.  Not  concurred  in:     12,  22,  24,  29,  7(b),  7(c),  and  18(2). 

D.  Not  yet  acted  upon:     23,  30,  31,  32,  33,  34,  35,  36,  37,  38,  39,  18(3), 

28(1). 

E.  No  specific  action  reqviired:    2,  11,  17. 

2  An  appendix  containing  the  text  of  these  recommendations  will  be  found 
at  the  end  of  the  committee's  report  as  printed  in  the  Publications  of  the 
American  Statistical  Association. 
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mendations  30  and  32)  of  omittinp;  from  the  main  reports  practically 
all  text  and  publishing  the  tables  as  promptly  as  practicable.  It  wae 
urged  by  the  committee  that  whatever  value  the  text  prepared  to  ac- 
company tables  may  possess — and  such  text  is,  if  rapidly  prepared, 
usually  a  mere  repetition  of  figures  and  therefore  colorless — it  was 
outweighed  by  the  delay  occasioned  in  preparation  and  in  the  proof 
reading  and  j^rinting.  Thus  the  committee  recommended  the  radical 
change  of  policy  shown  above,  according  to  which  the  tables  should  be 
published  as  promptly  as  possible  by  themselves  and  should  be  followed 
by  a  scries  of  special  reports  upon  subjects  derived  from  census  re- 
turns that  were  most  likely  to  be  of  practical  importance  to  the  Ameri- 
can people,  prepared  under  the  supervision  of  the  most  competent  ex- 
perts obtainable.  Further  pursuing  this  subject,  the  committee  recom- 
mended a  tentative  list  of  subjects  (as  given  in  Recommendation  No. 
39)  and  in  response  to  the  request  of  the  director  indicated  a  number 
of  workers  in  statistics  who  would  be  competent  to  handle  such  reports. 
In  tlie  opinion  of  the  committee  tlie  creation  of  this  advisory  body 
has  been  amply  justified  should  nothing  else  result  from  their  labor 
than  the  carrying  out  of  this  carefully  studied  and  fully  worked  out 
I^lan  of  publication  and  separation  of  census  reports.  Too  much  em- 
phasis cannot  be  laid  upon  the  defects  which  characterized  previous 
policies  of  the  bureau  in  these  particulars.  jMuch  of  the  adverse  criti- 
cism of  the  census  has  been  due  to  such  defects.  A  policy  of  publishing 
tables  promi3tly,  which  means  publishing  results  of  the  census  at  the 
earliest  possible  moment,  and  following  these  by  a  series  of  effective 
monographs,  also  published  promptly,  analyzing  the  more  important 
census  results  in  such  a  Avay  as  to  make  them  intelligible  and  helpful 
to  the  largest  number  of  people,  would  not  only  afford  an  effective  sub- 
stitute for  a  mass  of  unimportant  text  repetition  of  figures,  misnamed 
interpretative,  but  would  mark  a  great  step  in  advance  in  the  scientific 
treatment  of  census  results.  The  attention  of  the  two  associations  is 
especially  invited  by  the  joint  committee  to  Recommendation  39, 
made  at  the  last  meeting  of  the  committee  and  to  the  list  of  topics 
suggested  to  the  Director  of  the  Census  as  peculiarly  timely  or  im- 
portant.    The  recommendation  and  list  are  as  follows: 

39.  The  Committee  desires  to  express  gratification  at  the  Director's  approval 
of  Recommendation  30,  sections  3  to  6,  advising  that  the  Bureau  should  at 
once  establish  a  policy  of  issuing  special  studies  or  monographs  upon  selected 
census  topics  of  vital  importance  to  the  nation.  It  is  increasingly  of  the  con- 
viction that  these  special  studies  are  urgently  needed  to  interpret  the  changes 
recorded  in  statistics  of  this  disturbed  period.  The  Committee  further  recom- 
mends that,  as  suggested  by  the  Director,  experts  properlj^  qualified  to  take 
up  this  important  work  under  the  supervision  of  Dr.  Hill  be  secured  at  once. 
If  called  upon  to  do  so,  the  Committee  would  be  glad  to  cooperate  by  naming 
persons  qualified  to  render  such  expert  assistance. 

As  a  tentative  and  partial  list  of  subjects  appropriate  for  such  special 
studies,  the  Committee  suggests  the  following  titles: 

a.  Shifting  of  population   since   1910  between   sections   of  the   country   and 
between  city  and  country. 

b.  The  growth  of  cities. 

c.  The  American  family. 

d.  Foreign  born  population. 
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e.  Native  population. 

f.  Sc'liool  attendance  and  illiteracy. 

g.  Child  labor. 

h.  Farm  tenure,  farm  mortgages,  and  land  values. 

i.  Total  and  average  farm  production  and  farm  income. 

j.  Changes  in   farm  crops  and  in  live  stock  since  1910. 

k.  Effect  of  the  war  on  manufactures  and  mining. 

1.  Total  production  in  manufactures  per  wage  earner. 

m.  Size  of  manufacturing  establisliments  and  form  of  ownership. 

n.  Integration  and  specification  of  industry. 

It  was  the  opinion  of  the  committee  that  in  publishing  the  results 
of  the  Tliirteenth  Census  more  emphasis  had  been  laid  upon  the  state 
than  upon  the  subject,  whereas  it  was  felt  that  from  the  standpoint  of 
the  public  and  of  scholars  the  state  w-as  a  classification  unit  of  decreas- 
ing importance  and  interest.  This  stress  upon  the  state  seemed  to  the 
committee  to  be  a  reversion  to  the  census  practice  prior  to  I860,  when 
the  state  was  the  primary  unit  in  the  presentation  of  census  results. 
AVhile  it  was  thought  that,  in  order  to  meet  the  local  demand  for  sta- 
tistics for  individual  states,  it  might  be  wise  to  continue  the  state 
supplement,  it  appeared  unnecessary  to  incorporate  all  the  state  bulle- 
tins in  the  final  reports.  On  the  other  hand,  the  committee  believed 
that  the  omission  of  the  minor  civil  division  table  from  the  main  re- 
j^orts  at  the  last  census  had  been  a  mistake  and  recommended  that 
this  table  should  be  incorporated  in  Volume  I  of  the  final  reports  of 
the  Fourteenth  Census. 

For  these  reasons  the  committee  recommended  collecting  all  the 
bulletins  containing  statistics  of  population,  agriculture,  manufactures, 
and  mining  for  each  state  in  separate  state  bulletins  and  dispensing 
with  the  final  volumes  by  states  for  population,  agriculture,  and  manu- 
factures. The  omission  of  these  reports  from  the  final  volumes  would 
save  a  large  sum. 

Format  of  Census  Reports 

The  Advisory  Committee  gave  serious  attention  to  the  format  of 
census  reports  and  in  considering  this  subject  directed  the  preparation 
of  a  paper  upon  census  publications  which  should  review  the  general 
question  of  extent  and  cost  of  publications  at  the  last  three  censuses 
and  also  discuss  briefly  the  subject  of  distribution.  This  paper  will  be 
found  as  an  appendix  to  the  report  of  the  committee.  The  conclusions 
derived  from  the  discussions  of  the  subject  are  embodied  in  Resolu- 
tion 31,  and  offer  a  complete  publishing  policy. 

Much  discussion  occurred  over  the  relative  merits  of  the  octavo  and 
quarto  size  as  regards  suitability  for  tlie  requirements  of  the  census 
publications.  In  the  committee's  opinion  there  was  no  question  as  to 
the  superiority  and  value  of  the  octavo  size  for  reference  and  library 
use.  The  objection  which  has  always  interfered  to  prevent  a  change 
has  been  the  inconvenience  of  readjusting  census  tables  to  the  smaller 
size.  For  this  reason  the  committee  concluded  that  the  quarto  size 
should  be  retained  during  the  Fourteenth  Census,  feeling  it  would  be 
unwise  in  the  midst  of  the  pressure  and  strain  of  the  census  period 
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to  undertake  an  experiment  wliich  niiglit  prove  disastrous.  The  mere 
time  and  thought  required  for  rcadjiistnicnt  would  be  a  distinet  loss 
to  already  well  advanced  work.  It  was  believed,  however,  lliat  at  the 
close  of  the  Fourteenth  Census  period  and  with  the  taking  up  of  intcr- 
censal  special  reports,  the  experiment  as  to  the  wisdom  and  effective- 
ness of  the  octavo  as  compared  with  the  quarto  size  ought  to  be  com- 
menced. Should  it  prove  a  failure  in  connection  with  one  or  more 
minor  inquiry,  the  embarrassment,  delay,  and  expense  would  be  com- 
paratively small  and  would  be  well  worth  risking  for  the  purjjosc  of 
deciding  upon  the  merits  of  the  octavo  size.  On  the  other  hand,  if  the 
latter  should  prove  successful  in  connection  with  the  minor  reports, 
by  the  time  the  Fifteenth  Census  had  arrived  the  bureau  would  have 
reached  such  familiarity  with  the  smaller  size  and  its  difficulties  as 
well  as  advantages  that  the  change  from  quarto  to  octavo,  if  deemed 
advisable,  could  easily  be  made  in  connection  with  the  next  census 
reports. 

In  order  to  reduce  so  far  as  possible  the  inconvenience  of  the  larger 
size,  the  committee  urgently  recommended  that  tlie  paper  used  in  the 
reports  of  the  Fourteenth  Census  should  be  much  thinner  than  has 
been  used  in  reports  of  former  censuses,  pointing  out  the  practicability 
and  advantages  of  paper  having  a  weight  per  ream  of  not  more  than 
SO  or  55  pounds,  which  would  reduce  the  weight  of  the  volumes  by  at 
least  25  per  cent.  Thus  the  reports  of  the  Fourteenth  Census,  instead 
of  being  a  bulky  set  of  volumes,  would  be  reduced  by  the  practical 
elimination  of  text  and  the  omission  of  certain  state  reports  and  still 
further  by  the  use  of  thinner  paper  to  a  series  of  thin  volumes  easily 
handled  and  requiring  comparatively  little  shelf  space.  This  would 
be  a  boon  to  users  and  to  libraries  all  over  the  country  which  should 
lead  to  the  preservation  of  census  reports  where  in  the  past  their 
bulk  has  frequently  prohibited  their  permanent  retention.  The  com- 
mittee further  advised  the  publication  of  a  limited  number  of  the 
Fourteenth  Census  reports  on  all  rag  paper  for  permanent  library 
preservation. 

Change  of  Date  of  Census 

At  the  date  of  the  first  meeting  of  the  committee,  held  February  10, 
1919,  the  new  law  covering  the  taking  of  the  Fourteenth  Census  was 
being  crowded  through  Congress  during  the  last  days  of  the  session. 
This  bill  passed  the  Senate  on  the  last  day  of  P'ebruarjs  passed  the 
House  on  the  third  day  of  ISIarch,  and  was  signed  by  the  President  on 
the  same  day.  Had  it  been  possible  to  propose  amendments,  the  com- 
mittee might  have  advised  fundamental  changes  in  census  inquiries  and 
hence  in  schedules.  By  the  time  the  committee  was  organized,  how- 
ever, the  bill  had  advanced  too  far  to  permit  any  consideration  of  its 
provisions.  The  new  law  directed  a  radical  change  in  the  date  estab- 
lished for  taking  the  census.  All  of  the  censuses  prior  to  1910  had 
been  consistently  taken  as  of  June  1,  but  in  order  to  meet  changing 
conditions  in  cities  due  to  the  departure  of  large  numbers  of  persons 
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to  the  country  by  June  1,  tlie  date  of  the  census  of  1910  was  changed 
to  April  1.  As  this  provision  proved  unsatisfactory  for  securing  agri- 
cultural returns,  January  1  was  established  in  the  new  law  as  the 
date  for  taking  the  Fourteenth  Census.  When  the  subject  was  dis- 
cussed at  the  hearings  before  the  committees  on  the  census  of  both 
Houses,  arguments  in  favor  of  the  change^  especially  the  advantages 
resulting  from  a  much  more  satisfactory  date  for  agricultural  statistics, 
were  regarded  by  the  bureau  as  outweighing  the  disadvantages.  This 
was  perhaps  one  of  the  provisions  upon  which,  had  the  committee  been 
in  existence  earlier,  it  might  have  advised  a  different  decision,  since 
the  brief  references  to  this  subject  which  were  made  at  the  first  meet- 
ing of  the  committee  developed  considerable  skepticism  as  to  the  wisdom 
of  the  change  of  date.  Aside  from  the  practical  aspects  of  the  problem 
there  will  be  a  persisting  error  in  consequence  of  this  change  due  to 
the  fact  that  the  average  user  of  statistics  will  make  direct  compari- 
sons between  the  Fourteenth  Census  and  the  Thirteenth,  Twelfth,  or 
any  other  census  without  allowance  for  differences  in  the  dates  or  in 
the  length  of  the  intercensal  periods.  A  greater  objection,  however, 
has  developed  already  in  that  the  change  in  date  from  April  to  Janu- 
ary is  tending  to  embarrass  the  bureau,  by  adding  to  the  cost  of 
enumeration  and  by  causing  delay  owing  to  the  difficulties  of  travel  in 
the  midst  of  winter.  It  thus  increases  the  burden  upon  officials  al- 
ready overburdened  with  the  great  task  of  taking  the  census. 

The  Assistant  Director  of  the  Census 

At  the  request  of  the  Director  of  the  Census  the  committee  made  an 
effort  to  advise  in  the  selection  of  an  Assistant  Director  of  the  Census 
to  be  appointed  when  the  Census  Act  took  effect  July  1.  Many  names 
were  suggested,  but  it  was  found  that  every  one  of  those  who  were 
proposed  by  the  committee  was  fully  occupied  elsewhere  and  unable 
to  give  consideration  to  the  claims  of  the  bureau.  Subsequently  the 
department  and  the  director  decided  to  invite  Mr.  Wm.  M.  Steuart  to 
become  Assistant  Director  of  the  Census.  Being  familiar  wath  his 
excellent  previous  record  as  an  official  of  the  census  for  many  years  and 
having  confidence  in  his  ability  to  fill  the  position  satisfactorily,  the 
committee  gave  cordial  approval  to  the  nomination.  Mr.  Steuart  be- 
gan his  work  early  in  the  summer  and,  with  his  knowledge  of  and  ex- 
perience in  census  work,  has  proved  an  invaluable  acquisition  to  the 
bureau  in  preparing  for  the  Fourteenth  Census.  The  position  of  As- 
sistant Director  of  the  Census  has  always  been  a  very  difficult  one. 
It  is  a  temporary  position  which  involves  supervision  of  permanent 
officials  and  employees. 

Census  Defects 

In  presenting  this  report  of  progress  it  is  appropriate  to  refer  to 
certain  phases  of  census  problems  which  have  impressed  the  com- 
mittee. 

Some  lack  of  foresight  and  organization  was  shown  by  the  Depart- 
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ment  of  Commerce  in  arranging  for  temjjorary  acconnnoJations  in  con- 
nection with  the  Fourteenth  Census.  According  to  the  final  adjust- 
ment the  administrative  offices  remain  in  the  permanent  quarters  of  the 
bureau  in  the  Department  of  Connnerce  Building  at  19th  Street  and 
Pennsylvania  Avenue,  but  the  entire  producing  force,  soon  to  number 
several  thousand  clerks,  is  located  in  part  of  a  temporary  war  build- 
ing at  6th  and  B  Streets,  a  mile  and  a  half  away.  It  is  difficult  to 
exaggerate  the  inconvenience  and  waste  entailed  by  such  an  arrange- 
ment. All  divisions  of  the  bureau  should  be  under  one  roof.  It 
ought  to  be  managed  as  an  independent  unit  during  the  decennial 
census  emergency.  If  this  could  not  have  been  done,  one  of  the  war 
buildings  nearer  the  department  should  have  been  secured. 

Possibly,  in  passing,  the  committee  may  be  allowed  also  to  criticise 
weakness  shown  by  the  bureau  itself  in  delaying  to  begin  in  proper 
season  preparations  for  the  enumeration.  Little  was  done  until  the 
assistant  director  was  appointed  and  took  office.  This  resulted  in 
pressure  and  some  delay.  It  should  be  noted,  however,  that  the  period 
intervening  between  the  date  when  the  decennial  census  appropriation 
became  available  and  the  date  of  the  census  is  three  months  shorter 
than  at  the  last  census  and  six  months  shorter  than  at  the  Twelfth 
Census. 

Organization  for  the  immense  task  of  handling  the  field  work  and 
correspondence  of  the  Population  Census  was  also  poor.  At  least  one 
of  the  bureau  divisions  when  next  confronted  by  a  decennial  census 
enumeration  should  be  completely  reorganized  by  distribution  of  duties 
on  the  principle  of  modern  business  organizations  of  large  magnitude. 
These,  ho.wever,  are  details  of  administration  for  which  the  officials  of 
the  department  or  bureau  naturally  are  responsible  and  were  not  and 
ought  not  be  within  the  sphere  of  an  advisory  committee. 

Peculiar   Problems   of   the   Fourteenth   Census   Period 

No  director  of  the  census  in  the  past  in  undertaking  a  decennial 
enumeration  has  been  confronted  with  such  problems  of  scarcity  of 
labor  and  cost  of  work  as  have  fallen  to  the  lot  of  the  present  di- 
rector. Instead  of  receiving  an  excess  of  applications  for  employment 
on  census  work,  he  has  encountered  great  difficulty  in  securing  suitable 
supervisors  and  still  greater  difficulty  in  securing  satisfactory  enumer- 
ators in  sufficient  number.  For  the  first  time  it  has  been  found  neces- 
sary to  utilize  the  services  of  women  in  the  latter  activity.  There  are 
many  localities  in  which  the  roll  of  the  enumerators  is  still  incomplete. 
To  progress  as  far  towards  completing  the  quota  as  has  been  done,  the 
bureau  has  been  compelled  to  use  the  maximum  compensation  allowed 
by  law  for  the  payment  of  enumerators.  It  should  be  remembered, 
however,  that  the  addition  of  only  one  cent  to  the  per  capita  compen- 
sation allowed  enumerators  for  taking  the  census  represents  an  aggre- 
gate extra  cost  of  more  than  one  million  dollars.  At  the  outset  the 
committee  gave  some  attention  to  the  matter  of  supervisors,  and  re- 
ceived the  assurance  of  the  director  that  it  was  the   policy  of  the 
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bureau  to  secure  the  best  possible  men  without  consideration  of  politi- 
cal affiliations.  The  committee  did  not  expect  to  insist  on  securing  per- 
fection, but  has  been  entirely  content  if,  with  its  advice  and  encourage- 
ment, the  bureau  has  made  progress  in  improving  the  personnel  of 
supervisors.  The  subdivision  of  Massachusetts  into  eight  supervisors' 
districts  in  substitution  for  one  in  the  past  was  criticised  by  the  com- 
mittee and  defended  by  the  director  as  being  in  the  interest  of  better 
administration.  Since  he  was  charged  with  responsibility  for  the  con- 
duct of  the  census  the  committee  made  no  further  criticism,  feeling 
that  he  was  the  best  judge  of  an  operation  for  Avhich  he  was  himself 
responsible. 

Increasing  Demand  for  Census  Information 

The  occurrence  of  the  war  greatly  stimulated  the  demand  for  in- 
formation of  a  statistical  character  relating  to  all  manner  of  subjects. 
Much  of  this  increased  demand  was  a  healthy  growth  indicating  the 
increasing  value  of  statistics  in  connection  with  all  manner  of  activi- 
ties. Hence,  certain  new  inquiries  ought  to  be  encouraged.  There 
should  be,  for  example,  a  complete  and  accurate  commercial  census. 
A  wealth  of  information  and  a  vast  store  of  statistics  relating  to  de- 
partment stores,  drug  stores,  groceries,  and  all  other  leading  trade 
activities  could  be  secured,  for  which  already  there  is  an  insistent  de- 
mand. The  committee  has  received  appeals  from  a  number  of  sources 
to  advocate  the  preparation  of  such  data.  There  is  also  a  demand  for 
greater  detail  or  more  frequent  enumeration  in  connection  with  in- 
quiries which  are  already  authorized,  such  as  those  concerning  speci- 
fied important  industries  and  certain  agricultural  products  and  oper- 
ations. 

On  the  other  hand,  the  Director  of  the  Census,  while  confronted 
with  such  demands,  finds  his  own  problems  of  administration  greatly 
increased  even  though  he  confine  his  activities  to  exactly  those  which 
have  been  customary  and  long  authorized  by  Congress ;  he  must  enu- 
merate a  steadily  increasing  population.  He  is,  indeed,  about  to  in- 
clude in  the  census  of  1920  at  least  twenty-five  million  more  people 
with  all  their  varied  characteristics  than  did  the  director  of  the 
Twelfth  Census  in  1900.  This  means  an  increase  in  twenty  years  of 
practically  one  third  in  the  magnitude  of  the  task.  He  must  secure 
an  army  of  nearly  one  hundred  thousand  persons  to  aid  him,  when 
labor  cannot  be  obtained  easily  for  any  known  operation,  public  or 
private,  except  at  greatly  increased  compensation ;  yet  the  pay  which 
the  Census  Bureau  offers  is  moderate  in  the  extreme. 

In  the  opinion  of  the  committee  the  time  is  not  far  distant  when  the 
detail  which  it  has  been  customary  to  offer  in  connection  with  the 
census  of  the  United  States  must  be  sharply  curtailed  because  of  the 
mere  magnitude  of  the  task  due  to  the  growth  of  population  and  in- 
dustry. It  would  be  wise  to  recognize  this  fact  and  begin  at  an  early 
date  after  the  completion  of  the  Fourteenth  Census  a  careful  and  sys- 
tematic study  of  the  directions  in  which  this  curtailment  can  be  ap- 
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plied.  First,  attention  must  be  given  to  a  number  of  tables,  so  as  to 
secure  a  reduction  which  will  cause  the  least  loss  and  embarrassment 
to  the  users  of  statistics.  It  is  evident  that  the  great  increase  in  cost 
which  will  unquestionably  characterize  the  Fourteenth  Census  in  com- 
mon with  every  other  operation,  public  or  private,  at  this  period,  if 
it  persists,  will  tend  to  ])asten  curtailment  at  some  point. 

Practical  Usefulness  of  the  Advisory  Committee 

Ten  months  have  now  elapsed  since  the  organization  of  the  Advisory 
Committee  and  hence  the  beginning  of  its  active  cooperation  with  the 
Director  of  the  Census.  During  this  period  the  members  have  gladly 
contributed  their  time  and  best  thought  to  the  meetings.  The  actual 
cost  to  the  government  has  been  very  small,  covering  only  such  travel- 
ling expenses  as  liave  been  incurred,  and  a  small  part  of  the  living 
expenses  of  members  during  meetings.  The  total  outlay  for  a  full 
year  of  committee  activity  will  be  considerably  less  than  $1000.  What 
return  has  the  bureau  received  for  this  investment  and  the  time  de- 
voted by  its  officials  to  the  demands  of  the  advisory  committee?  Are 
there  any  concrete  results  to  show  for  its  labors.''  In  short,  has  this 
joint  advisory  committee  advanced  the  cause  of  closer  cooperation 
by  proving  to  be  of  real  service? 

The  Director  of  tlie  Census  sums  up  his  impression  by  saving  that 
the  M'ork  of  the  committee  thus  far  has  been  of  much  service  to  him. 
He  expresses  the  opinion  that  the  members  have  formed  an  expert 
cabinet  to  which  he  was  able  to  refer  problems  and  from  which  he  was 
certain  to  secure  impartial  advice. 

The  Assistant  Director  says  that  the  impression  he  has  received  from 
his  own  brief  observation  and  the  comment  of  others  has  been  that  the 
committee  has  keyed  up  the  officials  of  the  bureau  and  steadied  and 
encouraged  them  by  forming  an  expert  court  of  the  last  resort. 
Finally,  the  members  of  the  committee  themselves,  who  have  given 
their  time,  frequently  at  much  inconvenience,  feel  that  it  has  been  and 
is  an  experiment  worth  while.  To  have  advised  and  persuaded  the 
bureau  to  change  the  content  policy  with  regard  to  census  reports  alone 
will  mark  a  great  advance  and,  by  the  omission  of  text,  should  effect 
the  saving  of  a  large  sum. 

Obviously  the  value  of  such  an  advisory  body  depends  largely  upon 
three  essentials — knowledge  of  the  subject,  faithful  consideration,  and 
attendance.  In  those  three  essentials  the  joint  advisory  committee  of 
the  two  Associations  has  not  been  lacking.  The  committee  has  pointed 
out  to  the  director  with  much  earnestness  that  he  might  make  his  ad- 
ministration noteworthy  and  of  special  service  to  the  federal  govern- 
ment and  to  the  country  by  adopting  such  reasonable  and  far-reaching 
reforms  in  content  and  mechanical  form  as  have  been  outlined.  His 
response  has  been  very  cordial. 

The  committee  has  pleasure  in  reporting  that  during  its  brief  ex- 
istence it  has  conducted  correspondence  with  representatives  of  various 
independent  organizations  which  have  written  to  the  committee  for  in- 
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formation  or  assistance.  Among  these  was  the  Chief  of  the  Statistical 
Office  of  the  Dominion  of  Canada,  who  submitted  a  copy  of  the  Cana- 
dian Statistics  Act  and  of  the  Regulations  thereunder  and  expressed 
a  desire  to  keep  in  touch  with  the  committee  and  receive  any  reports 
that  it  might  issue. 

The  future  work  of  the  Advisory  Committee  doubtless  will  be  com- 
prised in  occasional  meetings,  probably  less  frequently  held,  during 
the  coming  year,  to  pass  more  in  detail  on  form  and  content,  and  to 
advise  on  special  reports^  or  other  subjects,  as  the  opportunity  for 
service  develops. 

For  the  American  Statistical  Association: 
William   S.    Rossiter,    Chairman, 
Carroll  W.  Doten, 
Edwin  F.  Gay. 

For   the   American    Economic   Association: 
Walter  F.  Willcox, 
Wesley  C.  Mitchell, 
Edwin  R.  A.  Seligman. 
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CONSTITUTION  OF  THE  AMERICAN 
ECONOMIC  ASSOCIATION 

(As  Revised  at  the  Annual  Meeting,  December,  1919) 


ARTICLE  I 

Name 

This  society  shall  bo  known  as  the  American  Economic  Associa- 
tion. 

ARTICLE  II 

Objects 

1.  The  encouragement  of  economic  research,  especially  the  liistori- 
cal  and  statistical  stud}^  of  the  actual  conditions  of  industrial  life. 

2.  The  issue  of  publications  on  economic  subjects. 

3.  The  encouragement  of  perfect  freedom  of  economic  discussion. 
The  Association  as  such  will  take  no  partisan  attitude,  nor  will  it  com- 
mit its  members  to  any  position  on  practical  economic  questions. 

ARTICLE  III 
Membership 

1.  Any  person  interested  in  economic  inquiry  may,  on  the  nomina- 
tion of  a  member,  be  enrolled  in  this  Association  by  paying  $5,  and 
after  the  first  year  may  continue  a  member  by  paying  an  annual  fee 
of  $5. 

2.  On  payment  of  $100  any  person  may  become  a  life  member 
exempt  from  annual  dues. 

3.  Foreign  economists  of  distinction,  not  exceeding  twenty-five  in 
number,  may  be  elected  honorary  members  of  the  Association. 

4.  Every  member  is  entitled  to  receive,  as  they  appear,  all  reports 
and  publications  of  the  Association. 

ARTICLE  IV 

Officers 

The  officers  of  the  Association  shall  be  elected  at  the  annual  meet- 
ing and  shall  consist  of  a  President,  two  Vice-Presidents,  a  Secretar}'^, 
and  a  Treasurer,  whose  term  of  office  shall  be  one  year;  a  Managing 
Editor  whose  term  of  office  shall  be  three  years;  six  members  of  the 
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Editorial  Board,  six  elected  members  of  the  Executive  Committee,  and 
three  members  of  tlie  Program  Committee,  whose  term  of  office  shall 
be  three  years,  and  who  shall  be  so  classed  that  the  term  of  one  third 
of  the  elected  members  of  each  committee  shall  expire  each  year;  pro- 
vided that  the  office  of  Secretary  and  that  of  Treasurer  may  be  filled 
by  the  same  person.  The  Executive  Committee  shall  consist  of  the 
President,  the  Vice-Presidents,  the  Secretary,  the  Treasurer,  the  Man- 
aging Editor,  the  three  ex-Presidents  who  have  last  held  office,  and 
six  elected  members. 

ARTICLE  V 
Duties  of  Officers 

1.  The  President  of  the  Association  shall  preside  at  all  meetings  of 
the  Association  and  of  the  Executive  Committee,  and  in  consultation 
with  the  Program  Committee,  shall  prepare  the  programs  for  the  an- 
nual meetings.  In  case  of  his  disability,  his  duties  shall  devolve  upon 
the  Vice-Presidents  in  the  order  of  their  election,  upon  the  Secretarj"^, 
and  upon  the  Treasurer. 

2.  The  Secretary  shall  keep  the  records  of  the  Association  and  per- 
form such  other  duties  as  the  Executive  Comn:iittee  may  assign  to  him. 

3.  The  Treasurer  shall  receive  and  have  the  custody  of  the  funds  of 
the  Association,  subject  to  the  rules  of  the  Executive  Committee. 

4.  The  Executive  Committee  shall  have  charge  of  the  general  in- 
i^erests  of  the  Association  in  the  interval  between  annual  meetings. 
It  may  fill  vacancies  in  the  list  of  officers,  and  may  adopt  any  rules 
or  regulations  for  the  conduct  of  its  business  not  inconsistent  with  this 
constitution  or  with  rules  adopted  at  the  annual  meetings.  It  shall 
act  as  a  committee  on  time  and  place  of  meetings  and  perform  such 
other  duties  as  the  Association  shall  delegate  to  it.  A  quorum  shall 
consist  of  five  members. 

5.  The  Editorial  Board  shall  have  charge  of  the  publications  of  the 
Association.  The  Managing  Editor  shall  be  ex-officio  member  and 
Chairman  of  the  Editorial  Board. 

ARTICLE  VI 

Amendments 

Amendments,  after  having  been  approved  by  a  majority  of  the 
Executive  Committee  present  at  a  meeting  regularly  called,  may  be 
adojited  by  a  majority  vote  of  the  members  present  at  any  regular 
meeting  of  the  Association. 
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Publications  of  the  American  Economic  Association 
FIRST  SERIES 

Any  volume  in  pap«r,  $4.00;  in  cloth,  $5.00  for  a  single  volume,  $4.00  for  each  additional 
Tolume   ordered   at  the  same  time.   Vol.   XI,  in  paper,   $2.00;   in  cloth,   $2.50. 

Set  of  11  volumes  in  cloth,  with  index,  $41.00. 

*  Numbers  starred  are  sold  only  with  the  set;  but  those  double  starred  can  be  obtained  is 
revistd  edition.     For  information  apply  to  the  Secretary. 

Volume  I,  z886 

Price  in  paper 
I.  Report  of  Organization  of  the  American  Economic  Association.  Pp.  46.  $  .50 
3-3.    ^Relation  of  the  Modern  Municipality  to  the  Gas   Supply.    By  E.  J. 

James.    Pp.  65  .75 

4.  Cooperation  in  a  Western  City.    By  Albert  Shaw.     Pp.  106.  .75 

5.  Cooperation  in  New  England.  By  E.  W.  Bemis.  Pp.  136.  .75 
S,    ♦Relation  of  the  State  to  Industrial  Action.    By  H.  C.  Adams.    Pp.  85.    .75 

Volume  II,  1887 
I.    Three  Phases  of  Cooperation  in  the  West.    By  Amos  G.  Warner.    Pp.  119.    .75 
a.    Historical  Sketch  of  the  Finances  of  Pennsylvania.  By  T.  K.  Worthington. 

Pp.  106.  .75 

3.  The  Railway  Question.    By  Edmund  J.  James.    Pp.  68.  .75 

4.  Early  History  of  the  English  Woolen  Industry.  By  W.  J.  Ashley.   Pp.  85.    .75 

5.  Mediaeval  Guilds  of  England.     By  E.  R.  A.  Seligman.     Pp.  113.  .75 

6.  Relation  of  Modern  Municipalities  to  Quasi-Public  Works.     By  H.  C. 

Adams  and  others.    Pp.  87.  .75 

Volume  III.  1888 

1.  Statistics  in  College,  by  C.  D.  Wright ;  Sociology  and  Political  Economy, 

by  F.  H.  Griddings;  The  Legal-Tender  Decisions,  by  E.  J.  James. 
Pp.  80.  .75 

2.  Capital  and  Its  Earnings.    By  John  B.  Clark.    Pp.  69.  .75 

3.  The  Manual  Laboring  Class,  by  F.  A.  Walker ;  Mine  Labor  in  the  Hocking 

Valley,  by  E.  W.  Bemis;  Report  of  the  Second  Annual  Meeting. 

Pp.  86.  .  .75 

^-5.    **  Statistics  and  Ex:onomics.    By  Richmond  Mayo-Smith,    Pp.  127.  i.oo 

6.    The  Stability  of  Prices.    By  Simon  N.  Patten.    Pp.  64.  .75 

Volume  IV,  1889 
I.    Contributions  to  the  Wages  Question :  The  Theory  of  Wages,  by  Stuart 

Wood;  Possibility  of  a  Scientific  Law  of  Wages,  by  J.  B.  Qark. 

Pp.  69.  .75 

a.     Socialism  in  England.    By  Sidney  Webb.     Pp.  73.  .75 

3.  Road  Legislation  for  the  American  State.    By  J.  W.  Jenks.    Pp.  83.  .75 

4.  Third  Annual  Meeting:  Report  of  the  Proceedings.  Pp.  123.  .75 
3,    Malthus  and  Ricardo,  by  S.  N.  Patten;  The  Study  of  Statistics,  by  D.  R. 

Dewey;  Analysis  in  Political  Economy,  by  W.  W.  Folwell.    Pp.  69.        .75 
6.     An  Honest  Dollar.     By  E.  Benjamin  Andrews.    Pp.  50.  .75 

Volume  V,  1890 

1.  The  Industrial  Transition  in  Japan.    By  Yeijiro  Ono.    Pp.  122.  luw 

2.  Two    Essays   on    Child-Labor.     By   W.    F.    Willoughby    and    Qare    de 

Graffenried.     Pp.  150.  .75 

3-4.    Papers  on  the  Canal  Question.  By  E.  J.  James  and  L.  M.  Haupt.    Pp.  85.  i.oo 

5.  History  of  the  New  York  Property  Tax.    By  J.  C.  Schwab.    Pp.  108.         I.oo 

6.  The  Educational  Value  of  Political  Economy.    By  S.  N.  Patten.    Pp.  36.    .75 

Volimie  VI,  1891 

1-2.    Fourth  Annual  Meeting:  Reports,  Papers,  Discussions.  i.oo 

3.  Government  Forestry.  Papers  by  Pinchot,  Bowers,  and  Fernow.  Pp.  T02.  .75 
4-5.  Municipal  Ownership  of  Gas  in  the  U.  S.  By  E.  W.  Bemis.  Pp.  185.  i.oo 
6.    State  Railroad  Commissions,    By  F.  C.  Qark.    Pp.  no.  .75 


Publications  of  the  American  Economic  Association 


Volum*  VII,  189a 

I.    *  The  Silver  Situation  in  the  United  States.    By  F.  W.  Taussig.    Pp.118.        .75 
a-3.    ♦♦Shifting  and  Incidence  of  Taxation.    By  E.  R.  A.  Seligman.    Pp.  434 

(Revised).  2j00 

4-5.     Sinking  Funds.    By  Edward  A.  Ross.     Pp.  106.  i.oo 

6.    The  Reciprocity  Treaty  with  Canada  of  1854.    By  F.  E.  Haynes.    Pp.  70.      .75 

Volume  VIII,  1893 

I.     Fifth  Annual  Meeting:  Report  of  the  Proceedings.     Pp.  130.  .75 

2-3.     Housing  of  the  Poor  in  American  Cities.    By  M.  T.  Reynolds.    Pp.  132.  i.oo 

4-5.     Public  Assistance  of  the  Poor  in  France.    By  E.  G.  Balch.    Pp.  180.  i.oo 

6.    First  SUges  of  the  Tariff  Pohcy  of  the  U.  S.    By  William  Hill.    Pp.  162.  i.oo 

Volume  IX,  1894 

Sixth  Annual  Meeting :  Hand-Book  and  Report    Pp.  73.  .50 

1-2.    **Progressive   Taxation   in   Theory   and    Practice.     By   Edwin   R.    A 

Seligman.     Pp.  222.     (See  1908,  No.  4.)  i.oo 

3.  The  Theory  of  Transportation.    By  C.  H.  Cooley.    Pp.  148.  .75 

4.  Sir  William  Petty.    By  Wilson  Lloyd  Bevan.     Pp.  102.  .75 
5-6.    Papers  on  Labor  Problems.    By  J.  B.  Clark,  C.  D.  Wright,  D.  R.  Dewey, 

A.  T.  Hadley,  and  J.  G.  Brooks.    Pp.  94,  .75 

Volume  X,  1S95 

Seventh  Annual  Meeting:  Hand-Book  and  Report.     Pp.  138.  .30 

1-3.    The   Canadian  Banking  System,   1817-1890.     By   R.   M.   Breckenridge. 

Pp.  478.  1.50 

4.    Poor   Laws   of   Massachusetts   and   New   York.     By   John    Cummings. 

Pp.  136.  .75 

5-6.    Letters  of  Ricardo  to  McCulloch,  1816-1823.    Edited  by  J.  H,  Hollander. 

Pp.  204.     (In  Cloth,  $1.75.)  lai 

Volimie  XI,  1896 

.-3.    Race  Traits  and  Tendencies  of  the  American  Negro.    By  F.  L.  Hoffman. 

Pp.  330.  1.25 

4-    Appreciation  and  Interest.     Bv  Irving  Fisher.     Pp.  no.  .75 

♦General  Index  to  Volumes  I-XI   (1886-1896).  .25 


ECONOMIC  STUDIES 

Price  of  the  Economic  Studies  |2.50  per  ▼olume  in  paper,  $3.00  in  cloth.     The  set  of  four 
volumes,  in  cloth,  $10.00. 

Volume  I,  1896 

Eighth  Annual  Meeting:  Hand-Book  and  Report     Pp.  178.  .JO 

Jo  The  Theory  of  Economic  Progress,  by  J.  B.  Clark;  The  Relation  of 
Changes  in  the  Volume  of  the  Currency  to  Prosperity.  By  F.  A. 
Walker.     Pp.  46.  .50 

2,  The  Adjustment  of  Wages  to  Efficiency.    Three  Papers:  Gain  Sharing, 

by  H.  R.  Towne;  The  Premium  Plan,  by  F.  A.  Halsey;  A  Piecc- 
Rate  System,  by  F.  W.  Taylor.     Pp.  83.  .50 

3,  The  Populist  Movement.    By  Frank  L.  McVey.    Pp.  81.  .50 

4,  The  Present  Monetary  Situation.     By  W.  Lexis.     Translated  by  John 

Cummings.     Pp.   72.  50 

5-6.    The  Street  Railway  Problem  in  Qeveland.    By  W.  R.  Hopkins.    Pp.  94.    .75 


Publications  of  the  American  Economic  Association 


Volume  II,  1897 

Ninth  Annual  Meeting:  Hand-Book  and  Report,     Pp.  162.  .SO 

1.  Economics  and  Jurisprudence.    By  Henry  C.  Adams.    Pp.  48.  -SO 

2.  The  Saloon  Question  in  Chicago.    By  John  E.  George.     Pp.  62.  .50 

3.  The  General  Property  Tax  in  California.    By  C.  C  Plehn.    Pp.  88.  .50 

4.  Area  and  Population  of  the  United  States  at  the  Eleventh  Census.    By 

W.  F.  Willcox.    Pp.  60.  -SO 

5.  A  Discussion  Concerning  the  Currencies  of  the  British  Plantations   in 

America,   etc     By   William   Douglass.     Edited  by   C.   J.    Bullock. 

Pp.  238.  -SO 

6.  Density  and   Distribution   of   Population   in  the  United   States   at  the 

Eleventh  Census.    By  W.  F.  WiUcox.    Pp.  79.  .50 

Volume  III,  1898 

Tenth  Annual  Meeting:  Hand-Book  and  Report.    Pp.  136.  .50 

1.  Government  by  Injunction.    By  William  H.  Dunbar.     Pp.  44.  .50 

2.  Economic  Aspects  of  Railroad  Receiverships.    By  H.  H.  Swain,    Pp.  118.  .50 

3.  The  Ohio  Tax  Inquisitor  Law.    By  T.  N.  Carver.    Pp.  50.  .50 

4.  The  American  Federation  of  Labor.    By  Morton  A.  Aldrich.     Pp.  54.  .50 

5.  Housing  of  the  Working  People  in  Yonkers.    By  E.  L.  Bogart    Pp.  82.  .50 

6.  The  State  Purchase  of  Railways  in  Switzerland.     By  Horace  Michelic; 

translated  by  John  Cummings,    Pp.  72.  .go 

Volume  IV,  1899 

Eleventh  Annual  Meeting:  Hand-Book  and  Report.     Pp.  126.  .50 

1.  L  Economics  and  Politics.     By  A.  T.  Hadley.     H.  Report  on  Currency 

Reform.    HI.  Report  on  the  Twelfth  Census.    Pp.  70.  .50 

2.  Personal  Competition.    By  Charles  H.  Cooley.    Pp.  104.  .50 

3.  Economics  as  a  School  Study.  By  F.  R.  Clow.  Pp.  72.  .50 
4-5.  The  English  Income  Tax.  By  J.  A.  Hill.  Pp.  162.  1.00 
6   (and  last).     ^Effects  of  Recent  Changes  in   Monetary  Standards   upon 

the  Distribution  of  Wealth.     By  F.  S.  Kinder.     Pp.  91.  .£« 


NEW  SERIES 


I.    The  Cotton  Industry.    By  M.  B.  Hammond.     Pp.  382.     (In  cloth  $2.00.)  1.50 
9.     Scope  and  Method  of  the  Twelfth  Census.     Critical  discussion  by  over 

twenty  statistical  experts.    Pp.  625.     {In   cloth  $2.50.)  2.00 

Both  volumes,  in  cloth,  $4.00. 

THIRD  SERIES 

NoTB. — During  1896-1899  the  Association  issued  its  publications  in  two  series,  Tiz.:  tke  bi- 
EMBthlj  Ecoaomic  Studies,  and  the  "New  Series"  of  larger  monographs  printed  at  irregular 
intervals.  In  1900  it  reverted  to  the  policy  of  issuing  its  monographs,  now  called  the  "Third 
Series"  of  tke  publications,  at  quarterly  intervals. 

Volume  I,  1900 

1.  Twelfth  Annual   Meeting:     Papers  on  Economic  Theory  and  Political 

Morality ;  Trusts ;  Railroad  Problems ;  Public  Finance ;  Consumers' 
League;  Twelfth  Census.    Pp.  186.  i.oo 

2.  The  End  of  Villainage  in  England.    By  T.  W.  Page.    Pp.  99.  i.oo 

3.  Essays  in  Colonial  Finance.    By  members  of  the  Association.    Pp.  303.        1.50 

4.  Currency    and    Banking    in    the    Province    of    Massachusetts    Bay.      By 

A.   McF.   Davis.     Part  I :   Currency.     Pp.  464  +   ^9  photogravure 
plates,     (/h  cloth  $2.00.)  1.75 

Volimie  II,  1901 
I.    Thirteenth  Annual  Meeting:     Papers  on  Competition;  Commercial  Edu- 
cation; Economic  Theory;  Taxation  of  Quasi-public  Corporations; 
Municipal  Accounts.    Pp.  300.  1.25 


Publications  of  the  American  Economic  Association 


a.     Currency  and   Banking.     By   A.   McF.   Davis.     Part   11 :   Banking.     Pp. 

341  +  18  photogravure  plates.   (In  cloth  $2.00.)  1.75 

3.  Theory  of  Value  before  Adam  Smith.    By  Hannah  R.  Sewall.    Pp.  132.        i.oo 

4.  Administration  of  City  Finances  in  the  U.  S.    By  F.  R.  Clow.     Pp.  144.      i.oo 

Volume  III,  igoa 

1.  Fourteesth  Annual  Meeting:     Papers  on  International  Trade;  Industrial 

Policy;  Public  Finance;  Protective  Tariff;  Negro  Problem;  Arbitra- 
tion of  Labor  Disputes  in  the  Coal  Mining  Industry;  Porto  Rican 
Finance;  Economic  History.    Pp.  400.  1.50 

2.  *The  Negro  in  Africa  and  America.     By  Joseph  A.  Tillinghast.     Pp.  240.  1.25 

3.  Taxation  in  New  Hampsliire.     By  M.  H.  Robinson.     Pp.  232.  1.25 

4.  Rent  in  Modern  Economic  Theory.     By  Aivin  S.  Johnson.  Pp.  136.  .75 

Volume  IV,  1903 

I.  Fifteenth  Annual  Meeting:  Papers  and  Discussions  on  Economics  and 
Social  Progress.  Trade  Unions  and  the  Open  Shop;  Railway  Regu- 
lation; Theory  of  Wages;  Theory  of  Rent;  Oriental  Currency 
Problem.     Pp.  298.  r.25 

a.     Ethnic  Factors  in  the  Population  of  Boston.    By  F.  A.  Bushee.    Pp.  171.    i.oo 

3.  History   of    Contract    Labor   in   the    Hawaiian    Islands.      By    Katharine 

Coman.     Pp.  74.  .75 

4.  *The  Income  Ta.x  in  the  Commonwealths  of  the  United  States.    By  Delos 

O.  Kinsman.     Pp.  134.  i.oo 

Volume  V,  1904 
Sixteenth  Annual  Meeting.    Papers  and  Proceedings  published  in  two  parts 

1.  Part  I — Papers  and  Discussions  on  Southern  Agricultural  and  Industrial 

Problems ;  Social  Aspects  of  Economic  Law ;  Relations  Between  Rent 
and  Interest.     Pp.  240.  i.oo 

Southern  Economic  Problems.     Reprinted  from  part  1.  .50 

Relations  Between  Rent  and  Interest.     By  Frank  A.  Fetter  and  others. 

Reprinted  from  part  i.  .50 

2.  Part  II — Papers  and  Discussions  on  The  Management  of  the  Surplus 

Reserve;  Theory  of  Loan  Credit  in  Relation  to  Corporation  Eco- 
nomics; State  Taxation  of  Interstate  Commerce;  Trusts;  Theory  of 
Social  Causation.  i.od 

Theory  of  Social  Causation.  By  Frank  H.  Giddingg  and  others.  Reprinted 

from  part  2.  .50 

3.  Monopolistic  Combinations  in  the  German  Coal  Industry.     By  Francis 

Walker.    Pp.  340.  1.25 

4.  The  Influence  of  Farm  Machinery  on  Production  and  Labor.    By  Kadley 

Winfield  Quaintance.     Pp.  no.  .75 

Volume  VI,  1905 

Seventeenth  Annual  Meeting.    Papers  and  Proceedings  published  in  two  parts. 

1.  Part  I — Papers  and  Discussions  on  the  Doctrine  of  Free  Trade;  Theory 

of  Prices;  Theory  of  Money;  Open  Shop  or  Closed  Shop.    Pp.  226.     i.oo 

2.  Part  II — Papers  and  Discussions  on  Government  Interference  with  Indus- 

trial Combinations;  Regulation  of  Railway  Rates;  Taxation  of  Rail- 
ways; Preferential  Tariffs  and  Reciprocity;  Inclosure  Movement; 
Economic  History  of  the  United  States.     Pp.  270.  i.oo 

^     *The  History  and  Theory  of  Shipping  Subsidies.    By  R.  Meeker     Pp.  230     i.oo 
4.     Factory  Legislation  in  the  State  of  New  York.    By  F.  R.  Fairchild.   Pp.  218.  i.oo 

Volume  VII,  igo6 

1.  Eighteenth  Annual  Meeting:     Papers  and  Discussions  on  The  Love  of 

Wealth  and  the  Public  Service;  Theory  of  Distribution;  Govern- 
ment Regulation  of  Railway  Rates;  Municipal  Ownership;  Labor 
Disputes ;  The  Economic  Future  of  the  Negro.    Pp.  325.  l.o© 

2.  Railroad  Rate  Control.  By  H.  S.  Smalley.    Pp.  147.  1.O8 


Publications  of  the  American  Economic  Association 


3.  On  Collective  Phenomena  and  the  Scientific  Value  of  Statistical  Data. 

By  E,  G.  F.  Gryzanovski.    Pp   48.  75 

Hand-Book  of  the  Association,  1906.     Pp.  48.  .25 

4.  The  Taxation  of  the  Gross  Receipts  of  Railways  in  Wisconsin.     By 

G.  E.  Snider.    Pp.  138.  i.oo 

Volume  VIII,  1907 

1.  Nineteenth  Annual  Meeting:     Papers  and  Discussions  on  Modern  Stand- 

ards of  Business  Honor;  Wages  as  Determined  by  Arbitration; 
Commercial  Education;  Money  and  Banking;  Western  Civilization 
and  Birth  Rate;  Economic  History;  Government  Regulation  of 
Insurance;  Trusts  and  Tariff;  Child  Labor.    Pp.  268.  1.00 

2.  Historical  Sketch  of  the  Finances  and  Financial  Policy  of  Massachusetts 

from  1780  to  1905.    By  C.  J.  Bullock.     Pp.  144.  i.oc 

Hand-Book  of  the  Association,  1907.    Pp.  50.  .25 

3.  The  Labor  Legislation  of  Connecticut.    By  Alba  M.  Edwards.  Pp.  322.        i.oc 

4.  The  Growth  of  Large  Fortunes.  By  G.  P.  Watkins,  Pp.  170.  i.oo 

Volume  IX,  1908 
Hand-Book  of  the  Association,  1908.     Pp.  49.  .2* 

1.  Twentieth  Annual  Meeting:     Papers  and  Discussions  on   Principles  of 

Government  Control  of  Business;  Are  Savings  Income;  Agricultural 
Economics;  Money  and  Banking;  Agreements  in  Political  Economy; 
Labor  Legislation;  Relation  of  the  Federal  Treasury  to  the  Money 
Market;  Public  Service  Commissions.    Pp.  311.  1.25 

3.    Chicago  Traction.     By  R.  E.  Heilman.     Pp.  131.  T.00 

3.  Factory  Legislation  of  Rhode  Island.    By  J.  K.  Towles.    Pp.  119.  i-Oo 

4.  Progressive   Taxation   in   Theory  and   Practice.     Revised    Edition.     By 

E.  R.  A.  Seligman.     Pp.  334.     (/n  cloth  $1.75-)  1-25 

Volume  X,  1909 
.c.  Twenty-first  Annual  Meeting :  Papers  and  Discussions  on  The  Making  of 
Economic  Literature;  Collective  Bargaining;  Round  Table  on  Ac- 
counting; Labor  Legislation;  Employers'  Liability;  Canadian  Indus- 
trial Disputes  Act;  Modem  Industry  and  Family  Life;  Agricultural 
Economics ;  Transportation ;  Revision  of  the  Tariff ;  A  Central  Bank ; 
The  National  Monetary  Commission;  Capitalization  of  Public  Service 
Corporations  in  Massachusetts.     Pp.  432.  i-5o 

2.  Hand-Book  of  the  Association,  1909.  Pp.  59.  .25 
J.  The  Printers.  By  George  E.  Barnett.  Pp.  379-  (^w  <^ioth  $2.00.)  1.5c 
4.    Life  Insurance  Reform  in  New  York.    By  W.  H.  Price.    Pp.  95.  .75 

Volume  XI,  19 10 

1-  Twenty-second  Annual  Meeting:  Papers  and  Discussions  on  History  of 
the  Association;  Observation  in  Economics;  Economic  Dynamics; 
Theory  of  Wages;  Country  Life;  Valuation  of  Public  Service 
Corporations;  Trusts;  Taxation.     Pp.  386.  i.5f' 

3     Hand-Book  of  the  Association,  1910.     Pp.  79.  ^S 

3.  The  Child  Labor  Policy  of  New  Jersev.  By  A.  S.  Field.  Pp.  229.  1.25 
1,    The  American  Silk  Industry  and  The  Tariff.    By  F.  R,  Mason    Pp.  178.    1.00 

The  publications,  1886-1910,  viz.,  First  Series,  New  Scries,  Economic  Studies, 
and  Third  Series,  twenty-eight  volumes,  in  cloth,  $94.00.  Special  price  tr 
Hbraries  on  application.    The  supply  of  complete  sets  is  now  below  twenty. 


THE  ECONOMIC  BULLETIN 

Published  quarterly  in  1908,  1909,  and  1910,  and  containing  personal  notes,  ncw^ 
of  the  economic  world,  announcements  of  special  lines  of  investigation,  and  a 
classified  and  annotated  bibliography  of  the  current  books  and  articles  on 
!conomic  subjects. 

Volume      I,  1908.     Four  numbers.  $2.00;   each    .60 

Voltmie    II,  1909.     Four  numbers.  $2.00;   each     .6c 

Volume  III,  1910.     Four  numbers.  $2.00;   each    .60 
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FOURTH  SERIES 

Subscriptions  by  non-members,  libraries,  etc.,  $5.00  a  year. 
Volume  I,  igii 
The  American  Economic  Review,  March,  June,  Soirtember,  and  December; 
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FOREWORD 

When  the  Committee  on  War  Finance  of  the  American  Eco- 
nomic Association  hiid  out  its  programme  in  1918,  it  decided  to 
supplement  its  analysis  of  our  new  taxes  by  a  study  of  the  chief 
European  systems.  Arrangements  were  made  to  send  a  group  of 
economists,  lawyers  and  business  men  to  England  and  the  conti- 
nent ;  but  owing  to  the  exigencies  of  the  war  it  proved  to  be  im- 
practicable to  secure  the  necessary  passports.  The  project  was 
accordingly  dropped  for  the  time.  In  the  spring  of  1919,  how- 
ever, it  was  again  taken  up,  in  a  somewhat  amended  form,  and 
it  was  determined  to  send  a  smaller  group  to  make  a  study  of 
the  British  experience  with  the  excess  profits  and  the  income  taxes. 
Of  this  group  Professor  Haig  alone  finally  found  it  possible  to 

go. 

We  deem  it  fortunate  that  a  member  of  our  own  committee 
was  able  to  undertake  the  task.  Professor  Haig  had  already 
shown,  by  the  studies  which  he  had  made  for  the  New  York 
Mayor's  Tax  Committee  of  1914-16  as  well  as  for  some  of  the 
provincial  governments  of  Canada  in  the  following  years,  that 
he  was  not  only  a  painstaking  and  reliable  collector  of  facts,  but 
a  tactful  and  resourceful  investigator  and  a  thoroughly  impartial 
scholar  capable  of  forming  broad  and  accurate  generalizations. 
Moreover  he  had  had  occasion  to  familiarise  himself  with  the  de- 
tails of  the  American  law  and  the  administrative  practice  of  our 
own  income  and  excess  profits  taxes,  having  given  for  two  years 
a  course  of  lectures  on  the  subject  at  Columbia,  and  having  col- 
laborated with  Professor  Montgomery  in  his  standard  work. 
These  qualities  stood  Professor  Haig  in  good  stead  in  the  task 
which  confronted  him  on  his  arrival  in  England.  It  is  a  pleasure 
to  be  able  to  state  that  he  was  singularly  successful  in  overcoming 
the  various  obstacles  which  he  found  in  his  path;  and  that  he 
soon  won  the  confidence  of  the  officials  as  well  as  of  the  important 
taxpayers.  The  results  speak  for  themselves.  We  believe  that 
the  report  will  take  high  rank  in  the  list  of  scholarly  productions 
by  American  fiscal  students,  and  that  it  will  come  to  be  regarded 
as  authoritative  in  its  field.  We  are  also  confident  that  it  will 
be  of  signal  use  to  the  legislators  who  will  be  entrusted  with  the 
responsible  duty  of  revising  our  own  fiscal  system.  In  its  final 
form  valuable  assistance  was  rendered  by  Mr.  George  E.  Holmes, 
who  is  thoroughly  familiar  with  the  legal  technique  of  the  prob- 
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lem,  and  who  was  unfortunately  prevented  from  carrying  out  his 
intention  of  accompanying  Dr.  Haig  on  his  mission. 

The  report,  it  will  be  observed,  is  one  to  the  committee  and  not 
hy  the  committee.  For  the  conclusions,  accordingly.  Professor 
Haig  himself  is  solely  responsible.  But  we  have  little  hesitation 
in  saying  that  in  our  judgment  his  conclusions  will  approve 
themselves  to  well-nigh  every  member  of  the  committee.  With 
this  report  the  work  of  the  Committee  on  War  Finance  comes  to 
a  close. 

Edwin  R.  A.  Seligman,  Chairman. 
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In  the  spring  of  1919  the  writer  was  delegated  by  tlie  War 
Finance  Connnittee  of  tlie  American  Economic  Association  to  con- 
duct an  investigation  of  the  Excess  Profits  Duty  of  Great  Bri- 
tain.* It  was  hoped  that  data  might  be  secured  which  would  aid 
in  arriving  at  a  sound  conclusion  regarding  the  question  of  the 
future  of  special  profits  taxation  in  the  United  States — whether 
such  a  tax  should  be  made  a  permanent  part  of  the  federal  tax 
system  and,  if  so,  what  should  be  its  form. 

The  instructions  given  were  very  broad  and  general.  They  were 
that  the  investigator  should  attempt  to  secure  such  information  as 
was  available  regarding  (a)  the  interpretation  of  the  law  by  the 
Inland  Revenue  Department  and  the  methods  adopted  by  them  in 
meeting  problems  similar  to  those  which  had  caused  difficulty  and 
dissatisfaction  in  America,  (b)  the  administrative  machinery  used 
in  assessing  and  collecting  the  tax  in  so  far  as  it  offered  sugges- 
tions for  improvement  in  our  American  system,  and  (c)  the  opin- 
ion of  business  men,  Treasury  officials  and  the  public  generally, 
regarding  the  economic  effects  of  special  profits  taxation  and  the 
place  of  such  taxation  in  a  peace-time  revenue  system.  In  addi- 
tion. Professor  T.  S.  Adams,  then  Chairman  of  the  Advisory  Tax 
Board,  Bureau  of  Internal  Revenue,  requested  that  certain  specific 
information  regarding  procedure  be  obtained,  some  of  which  was 
concerned  with  the  excess-profits  tax  and  some  with  the  income 
tax. 

The  scope  of  this  assignment  and  the  limited  time  available  for 
the  investigation  explain  the  character  of  the  report.  From  the 
welter  of  material  which  might  have  been  presented,  it  has  been 
necessary  to  select  on  the  basis  of  relevancy  to  the  American  prob- 
lem.    Consequently,  although  the  report  contains  much  descriptive 

*  Shortly  after  the  formation  of  the  committee  in  the  spring  of  1918,  plans 
were  made  to  send  a  commission  to  England  to  study  the  Excess  Profits 
Duty.  However,  because  of  the  impossibility  of  securing  passports  at  that 
time  the  project  was  temporarily  abandoned.  It  was  revived  the  following 
year  when  the  passport  difficulties  had  disappeared.  As  constituted  in  the 
spring  of  1919  the  commission  was  to  consist  of  Mr.  George  E.  Holmes,  of 
New  York,  Professor  Harold  N.  Burbank,  of  Harvard  University  and  the 
writer.  Both  Professor  Burbank  and  Mr.  Holmes  found  it  necessary  to 
withdraw  before  the  date  of  sailing,  so  that  the  field  investigation  had  to  be 
conducted  single-handed.  However,  Mr.  Holmes  by  advice  and  criticism  as- 
sisted materially  in   the   formulation   of  the  report. 
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material  which  may  prove  of  some  worth  as  a  historical  record, 
it  does  not  presume  to  be  a  complete  history,  an  exhaustive  treat- 
ment of  organization  or  a  comprehensive  manual  of  procedure. 
It  is  rather  an  account  of  those  phases  of  British  experience  and 
those  conclusions  of  British  thinkers  which  seem  most  likely  to  be 
of  interest  to  students  of  American  financial  problems  at  this 
precise  time. 

The  investigator  was  in  England  from  July  20th  until  August 
29th.  During  most  of  that  period  he  was  in  London,  from  which 
place  he  made  short  journeys  to  various  provincial  cities  to  confer 
with  business  men,  economists  and  others  who  had  information  or 
opinions  which  promised  to  be  of  interest.  His  thanks  are  due  to 
a  large  number  of  persons,  all  of  whom  were  so  kind  in  forwarding 
the  investigation  that  it  may  appear  ungenerous  to  isolate  indi- 
viduals for  particular  mention.  It  is  not  possible  to  refrain,  how- 
ever, from  acknowledging  his  very  special  debt  to  Dr.  J.  C.  Stamp, 
D.  C.  E.,  (now  Sir  Josiah  Stamp,  K.  B.  E.),  whose  advice  and 
guidance  proved  to  be  invaluable,  and  to  Mr.  G.  B.  Canny,  of  the 
Board  of  Inland  Revenue,  upon  whose  shoulders  fell  the  task  of 
initiating  the  investigator  into  the  mazes  of  British  procedure. 

As  was  to  be  expected,  almost  all  of  the  business  men  inter- 
viewed made  it  clear  that  they  preferred  not  to  be  quoted  directly 
as  having  made  specific  statements  regarding  the  effect  of  the 
operation  of  the  Excess-Profits  Duty.  Very  often  the  facts  given 
were  highly  confidential  in  their  character,  relating  to  the  finances 
or  business  practices  of  themselves  and  their  friends.  They  were 
quite  willing  to  tell  in  confidence  how  they  or  their  acquaintances 
were  affected  by  the  Duty,  or  how  they  avoided  the  more  dire  con- 
sequences of  the  law,  or  to  express  their  frank  opinion  of  the 
commissioners  of  Inland  Revenue,  but,  very  naturally,  they  did  not 
care  to  authorize  the  publication  of  their  statements  in  a  form 
which  might  react  to  their  future  embarrassment.  Consequently, 
many  of  the  assertions  made  in  the  course  of  the  report  are  sup- 
ported, not  by  specific  references  to  persons  and  dates,  but  mereh' 
by  the  investigator's  private  notes  of  various  conversations.  It  is, 
of  course,  unfortunate  that  this  must  be  so  but  by  the  nature  of 
the  conditions  there  can  be  no  other  course.  Where  specific  cita- 
tions are  missing  in  cases  of  statements  regarding  procedure,  the 
basis  can  be  assumed  to  be  either  direct  information  supplied  by 
Treasury  officials  or  confidential  documents  not  ordinarily  avail- 
able. 
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In   order  that   a   conception   may  be  gained,  however,   of   the 
nature  of  the  sources   of  the  information,   the   names  are   given 
below    of    all    persons    interviewed,    except    those    few    who    re- 
quested  that   their   names   be  not   mentioned  in   any   connection. 
They  include:  The  Kt.  Hon.  Austen  Chamberlain,  Chancellor  of 
the  Exchequer;  The  Rt.  Hon.  Reginald  ]McKcnna,  formerly  Chan- 
cellor of  the  Exchequer,  now  Chairman,  London  Joint  City  and 
Midland  Bank;   Henry   Higgs,   the  Treasury;   H.   P.   Hamilton, 
Deputy  Chairman,  Board  of  Inland  Revenue ;  G.  B.  Canny,  Assis- 
tant  Secretary,  Board  of  Inland  Revenue;  R.   V.   N.   Hopkins, 
Commissioner  of  Inland  Revenue;  E.  R.  Harrison,  Inland  Reve- 
nue; Sir  Josiah  Stamp,  formerly  Assistant  Secretary,  Board  of 
Inland  Revenue,  member,  Royal  Commission  on  the  Income  Tax ; 
W.  E.  Snelling,  formerly  of  the  Inland  Revenue,  now  tax  consul- 
tant ;  E.  A.  iMcNeill,  formerly  of  the  Inland  Revenue,  now  with 
Spicer  and  Pegler,  accountants ;  Sir  Hamar  Greenwood,  Under- 
Secretary   to  the  Foreign   Office,   Overseas    Trade   Department ; 
Professor  S.  J.  Chapman,  Board  of  Trade ;  Professor  H.  S.  Fox- 
well,  University  of  London ;  Professor  F.  Y.  Edgeworth,  Oxford 
University ;  Mrs.  Lilian  Knowles,  LTniversity  of  London,  member, 
Ro3'al  Commission  on  the  Income  Tax;  H.  B.  Henderson,  Cam- 
bridge University;  J.  A.   Hobson;   Sidney   and  Beatrice  Webb; 
Joseph  Thorp;  John  Hilton;  Henry  Clay;  G.  D.  H.  Cole;  A.  W. 
Madscn  and  John  Paul,  United  Committee  for  the  Taxation  of 
Land  Values;  Hartley  Withers,  Editor  of  The  Economist;   Sir 
Alexander  D.  Kleinwort,  Alexander  Kleinwort  Sons  &  Co. ;  Sir 
Woodman  Burbrldge,  Managing  Director,  Harrod's  Stores,  Inc. ; 
The  Hon.  John  Barry,  Kirkcaldy  Linoleum  Co. ;  H,  Gordon  Self- 
ridge  ;    Sir    Wilfred    Stokes,    Managing    Director,    Ransomes    & 
Rapier,  Ltd.,  Chairman  of  the  Executive  Committee  of  the  Con- 
trolled Firms  Section  of  the  Federation  of  British  Industries ;  H. 
White    Smith,    Chairman,   British   and   Colonial   Aeroplane   Co., 
Ltd. ;  Robert  Sims,  Chairman,  Messrs.  Manlove,  Allicott  &  Co., 
Ltd. ;  R.  H.  Griffith,  Secretary,  Harrod's  Stores,  Inc. ;  Charles  E. 
Musgrave,  Secretary,  London  Chamber  of  Commerce ;  W.  M.  Bor- 
radaile.  Secretary,  Executive  Committee,  Controlled  Firms  Sec- 
tion, Federation  of  British  Industries ;  E.  L.  Hill,  General  Secre- 
tary, Federation  of  British  Industries ;  B.  Scott,  Parliamentary 
Committee,  Federation  of  British  Industries;  R.  B.  Dunwoody, 
Secretary,  Association  of  British  Chambers  of  Commerce;  A.  J. 
Hobson,  Chairman,  Thomas  Turner  Co.,  Member,  Committee  on 
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Financial  Risks  Attaching  to  the  Holding  of  Trading  Stocks ; 
Sidney  Hermon  and  W.  B.  Secretan,  Directors,  Horrockses, 
Crewdson  &  Co.,  Ltd. ;  W.  Barraclough,  General  Manager,  Charles 
Semon  &  Co. ;  L.  Whitby,  Managing  Director,  Whitby  Brothers, 
Ltd.;  H.  W.  Marten,  of  Messrs.  Harvey,  Preen  &  Co.,  account- 
ants ;  Walter  P.  Rocke,  of  Price,  Waterhouse  &  Co.,  accountants ; 
and  A.  Charlesworth,  of  Messrs.  Harris,  Allan  &  Co.,  Advisory 
Accountant,  London  and  Eastern  Counties  Association  of  Con- 
trolled Establishments. 

The  writer  desires  to  record  his  appreciation  of  the  wise  counsel 
and  acute  criticism  of  his  friend,  Mr.  George  E.  Holmes.  Fi- 
nally in  this  unedited  paragraph  he  wishes  to  acknowledge  his  in- 
debtedness to  his  wife,  Gertrude  Hopping  Haig,  whose  self-sacri- 
fice made  the  journey  possible  and  whose  editorial  skill  is  respon- 
sible for  whatever  merit  the  literary  form  of  the  monograph  may 
possess. 

Robert  Murray  Haig. 
School  of  Business, 
Columbia  University, 
July  31,  1920. 
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PART  ONE 

ORIGIN  AND  EVOLUTION  OF  THE  ACT 

Tlic  determined  effort  to  appropriate  abnormal  profits  for  pub- 
lic purposes  is  tlie  feature  which  distinguishes  the  financial  history 
of  the  World  War  most  strikingly  from  that  of  previous  wars. 
The  British  Excess  Profits  Duty,  if  not  the  very  first  of  these 
special  profits  taxes,  is  certainly  in  most  respects  the  greatest  and 
best  of  them  all.  It  was  established  very  early  in  the  war,  it  was 
applied  rigorously  and  continuously  throughout  the  struggle  and 
it  is  being  heavily  utilized  during  this  period  of  reconstruction. 
Its  future  place  in  the  British  financial  structure  constitutes  one  of 
the  most  acute  problems  confronting  the  British  Government  to- 
day. 

Whatever  future  research  may  reveal  regarding  the  early  pre- 
cedents for  this  form  of  taxation,  the  evidence  shows  clearly  that 
the  British  Duty  owes  its  existence  to  no  exterior  influences.  It 
was  an  indigenous  product — a  spontaneous  local  reaction  to  a 
set  of  circumstances  which  arose  in  Great  Britain  with  the  out- 
break of  hostilities. 

Development  of  Demand  for  Profits  Controi. 

The  war  had  scarcely  begun  when  it  became  apparent  that  pub- 
lic sentiment  demanded  some  effective  type  of  profits  control. 
This  sentiment  rested  on  a  broad  foundation  which  included  among 
other  elements  the  dissatisfaction  of  consumers  with  high  prices, 
the  conviction  of  the  business  men  that  the  burden  of  the  war 
should  be  borne  by  those  making  large  profits  and  the  refusal  of 
labor  to  assist  anybody  "to  make  money  out  of  the  war." 

The  Cons^umers^  Reaction  to  High  Prices. — There  was  the 
general  expectation,  based  upon  experience  in  previous  wars,  that 
large  and  fortuitous  gains  would  accrue  to  the  benefit  of  the  few 
who  chanced,  through  no  particular  skill  or  foresight  of  their  own, 
to  be  in  a  position  to  supply  the  goods  brought  into  a  sudden  and 
large  demand  by  the  war.  It  was  apparent  almost  from  the  very 
beginning  that  this  expectation  was  well  founded.  Large  profits 
began  to  be  reported.  The  statements  of  many  of  the  limited 
companies  as  they  were  made  public  showed  swollen  incomes.  The 
situation  was  aggravated  by  the  fact  that  a  large  proportion  of 
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these  concerns  dealt  in  articles  of  common  consumption,  such  as 
clothing  and  foodstuffs,  the  prices  of  which  had  increased  by  leaps 
and  bounds.  One  case  in  particular  which  seems  to  have  kindled 
the  public  anger  was  that  of  a  flour  milling  concern  which  an- 
nounced an  increase  of  profits  of  about  £350,000,  accompanying 
its  announcement  with  an  apologetic  statement  to  the  effect  that 
the  gains  were  the  result  of  accident  rather  than  design.  Public 
discussion  soon  became  saturated  with  scandal  about  fortunes  be- 
ing made  out  of  the  war  and  the  community  in  general,  interested 
primarily  as  consumers,  but  also,  of  course,  as  taxpayers  and  as 
direct  participants  in  the  struggle,  reacted  violently  against  the 
practice  which  was  soon  christened  "profiteering,"  especially  when 
the  field  of  operations  was  that  of  the  necessities  of  life. 

The  Business  Men's  Disposition  to  Penalize  the  Profiteer. — The 
consumers'  sentiment  was  supplemented  by  a  feeling  in  the  business 
community  that  something  should  be  done  to  control  profits.  In 
the  convulsion  of  the  early  months  of  the  war,  the  business  man 
who  was  struggling  to  preserve  the  very  life  of  his  enterprise  and 
to  find  some  basis  for  operation  which  would  enable  him  to  con- 
tinue in  business  at  all  found  little  sympathy  in  his  heart  for  the 
"profiteer"  who  in  this  difficult  time  was  earning  not  only  his 
ordinary  rate  of  profit  but  also  large  sums  in  addition.  The  busi- 
ness community  generally,  quite  conscious  that  great  profits  were 
being  made  by  a  fortunate  few,  was  very  willing  to  support  a 
movement  which  proposed  to  weight  the  burden  of  taxation  against 
those  new  and  "excessive"  profits.  This  willingness  was  accentu- 
ated by  the  knowledge  that  the  taxes  thus  borne,  if  imposed  in 
some  other  manner,  would  probably  fall  more  heavily  upon  busi- 
ness generally. 

The  Laborers^  Aversion  to  Profits. — Perhaps  more  important 
than  either  of  the  influences  already  mentioned  in  furthering  the 
general  movement  toward  profits  control  and  certainly  more  in- 
fluential in  bringing  about  the  particular  acts  passed  in  1915, 
was  labor's  aversion  to  working  for  the  purpose  of  creating  war 
profits  for  any  person.  The  collectivist,  socialistic  sentiment 
which  is  so  strong  a  factor  in  the  British  labor  movement  was 
responsible  for  a  strong  antagonism  to  profits  as  such — distin- 
guished from  "profiteering."^     It  became  evident  as  soon  as  the 

1  The  following  excerjit  from  the  Parliamentary  debates  illustrates  a  reac- 
tion which  appears  to  be  typical  of  British  labor: 

"Mr.  Brace  asked  the  Government  to  reconsider  their  position  upon 
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Government  undertook  to  niobili/c  industries  for  war  purposes 
that  the  goodwill  and  cooperation  of  labor  could  be  obtained  only 
at  a  price."  That  price  included  assurances  that  the  efforts  of 
the  workers  to  speed-up  production  would  not  be  reflected  in  high 
profits  to  the  owners  of  the  plants.  Thus  it  came  about  that  the 
measures  adopted  were,  to  a  large  degree,  concessions  to  the  work- 
ers. Tiiere  was  general  agreement  among  the  persons  interviewed 
that  both  the  Excess  Profits  Duty  and  its  forerunner,  the  Muni- 
tions Levy,  were  to  be  interpreted  as  "sops  to  hd)or." 

This  combination  of  factors  made  the  demand  for  some  j)ian 
of  war-profits  control  too  great  to  be  denied,  had  the  Government 
been  disposed  to  deny  it.  But  on  the  contrary  the  Chancellor  of 
the  Exchequer  was  industriously  searching  for  soui-ccs  of  addi- 
tional revenue  and  eagerly  seized  the  opportunity  to  enlist  this 
public  sentiment  to  the  support  of  a  tax  proposal  which  held  pos- 
sibilities of  immense  productivity. 

The  Munitions  Levy 
At  the  very  beginning  it  should  be  pointed  out  that  the  Excess 
Profits  Duty  did  not  constitute  the  whole  of  the  British  plan  for 
controlling  profits.  In  fact,  even  though  it  did  become  ultimately 
the  most  important  part  of  that  plan,  it  was  not  even  the  first 
measure  of  control  to  be  enacted  into  law,  for  the  INIunitions  Levy 
had  already  been  in  force  six  montlis  when  the  Excess  Profits 
Duty  was  established.  During  the  early  years  of  the  war  there 
developed  in  England  a  considerable  diversity  of  special  profit- 
appropriating  devices.  For  a  time  each  of  a  number  of  bureaus 
and  departments  had  its  own  particular  brand  of  "private"  profits 
tax  which  it  felt  was  best  adapted  to  its  needs  and  which  it  de- 
sired to  apply  in  place  of  the  Excess  Profits  Duty.     Thus  it  was 

the  question  of  nationalization.  Output  was  absolutely  necessary  or 
this  country  would  perish  as  a  world  Power  (hear,  hear),  but  unless 
the  Prime  Minister  could  get  the  miners  away  from  the  idea  that  the 
more  they  produced  in  coal  the  more  they  were  producing  in  profit 
for  private  enterprise  he  was  asking  for  trouble  in  his  attempt  to 
get  increased  output." 

TJie  Tlmen  (London),  August  19,  1919. 
2  Thus  Sir  A.  Markham  remarked  in  the  House  of  Commons:  "There  is 
considerable  unrest  among  workingmen  owing  to  their  thinking  that  unreas- 
onable profits  are  being  made.  A  profits  tax  would  do  more  to  increase  pro- 
duction than  anything  else  could  do."  1915.  Debates,  67:629.  Cf,  also  ibid., 
625;  74:  408. 
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necessary  that  the  Duty  should  interact  with  such  special  devices 
as  the  plan  for  the  control  of  shipping  profits ;  the  coal  mines  ex- 
cess payments  and  payments  under  the  guarantee  clauses  of  the 
coal  mines  control  agreement;  the  Excess  Mineral  Rights  Duty^ 
and  the  Munitions  Levy.  The  most  important  of  these  was  the 
last. 

The  Munitions  of  War  Act  was  passed  July  2,  1915.  Its  gen- 
eral purpose  is  explained  by  its  full  title — "An  Act  to  make  pro- 
vision for  furthering  the  efficient  manufacture,  transport  and 
supply  of  munitions  for  the  present  War;  and  for  purposes  inci- 
dental thereto."*  One  of  the  "purposes  incidental  thereto"  was 
to  placate  labor  by  placing  limitations  on  the  profits  of  munition 
manufacturers.^  The  Act  permitted  the  Minister  of  Munitions  to 
designate  as  a  "controlled  establishment"  any  concern  in  which 
munitions  work  was  carried  on  in  case  he  considered  such  action 
"expedient  for  the  purpose  of  the  sucessful  prosecution  of  the 
war."^  These  controlled  establishments,  in  addition  to  operating 
under  special  labor  restrictions,  were  required  to  pay  into  the 
Exchequer  "any  excess  of  the  net  profits  .  .  .  over  the  amount 
diAdsible  under  this  Act."^  "The  amount  divisible"  was,  in  turn, 
defined  as  "an  amount  exceeding  by  one-fifth,  the  standard  amount 
of  profits."^  Finally,  "the  standard  amount  of  profits"  was  taken 
to  be  "the  average  of  the  amount  of  the  net  profits  for  the  two 
financial  years  of  the  establishment  completed  next  before  the  out- 
break of  the  war  or  a  proportionate  part  thereof."'  Consequently 
by  designating  a  munitions  concern  as  a  controlled  establishment 
the  Minister  of  Munitions  automatically  limited  its  profits  to  120 
per  cent  of  the  average  of  its  two  pre-war  years.^° 

3  For  the  text  of  the  statutes  relating  to  the  Excess  Mineral  Rights  Duty 
cf.  infra,  Appendix,  A,  II. 

4  5  and  6  Geo.  5,  ch.  54.  For  the  text  of  such  portions  of  tliis  act  as  have 
to  do  with  the  imposition  of  the  Munitions  Levy  on  the  profits  of  "controlled 
establishments,"  cf.  infra,  Appendix  A,  I. 

B  "The  House  remembers  the  history  of  the  Munitions  Levy.  It  was  im- 
posed, rightly  and  necessarily,  partly  for  revenue,  but  mainly  for  this  reason, 
that  you  could  not  expect  working  men  to  do  their  best  if  they  had  the  feeling 
that  their  work  was  being  used  to  make  a  private  profit."  Speech  of  Bonar 
Law,  May  2,  1917.    Debates,  93:  383. 

6  5  and  6  Geo.  5,  ch.  54,  sec.  4. 

T  Ibid.,  sec.  4   (1). 

»Ibid.,  sec.  5  (1). 

^Ibid.,  sec.  5   (2). 

10  Various  allowances  were  made  under  special  circumstances,  such,  for  ex- 
ample, as  one  conditioned  upon  increased  output. 
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This  act  imposed  wliut  was,  in  effect,  an  excess  profits  tax  of 
limited  application  based  on  a  pre-war  standard.  Tiie  statute 
itself  was  very  brief  and  general,"  leaving  the  difficult  problems  of 
application  to  the  administration.^"  The  administration,  instead 
of  being  intrusted  to  the  tax  authorities,  was  delegated  to  a 
special  organization  set  up  under  the  Ministry  of  Munitions. 

Even  after  the  Excess  Profits  Duty  proper  had  been  enacted, 
the  Munitions  Levy  continued  to  be  administered  separately,  al- 
though in  191G^^  the  two  taxes  were  synchronized  by  an  arrange- 
ment whereby  both  were  calculated  and  the  higher  paid.  The  final 
merging  was  accomplished  by  the  Finance  Act  of  1917/*  which 
abolished  the  Munitions  Levy  as  of  January  1st  of  that  year  and 
delegated  to  the  Board  of  Inland  Revenue  the  task  of  settling  up 
the  assessments.  Since  that  date  the  Excess  Profits  Duty  has 
applied  to  controlled  and  uncontrolled  firms  alike. 

The  underlying  reason  for  the  separate  administration  of  the 
Munitions  Levy  before  1917  was,  according  to  report,  personal 
friction  between  members  of  the  Government. ^^  In  any  case  the 
experiment  proved  to  be  an  unhappy  one,  the  chief  criticisms  being 
directed  against  the  apparent  inability  to  arrive  at  definite  as- 
sessments which  resulted  in  an  overwhelming  accumulation  of  un- 
finished business  and  almost  no  collections.  Apparently  no  com- 
plete statement  of  the  yield  of  the  Levy  has  yet  been  made  pub- 
lic, the  collections  being  merged  in  the  financial  statements  with 
those  of  the  Excess  Profits  Duty.  However,  the  Commissioners 
of  Inland  Revenue  in  their  1917  report  announced  that  the  net 
receipts  from  the  Levy  were  £4,788,636  for  the  fiscal  year^"  and 
in  their  1918  report  made  the  following  statement: 

"The  total  amount  assessed  on  'controlled'  establishments  (for 
periods  in  which  they  were  controlled)  in  the  name  of  Excess 
Profits  Duty  and  Munitions  Levy  taken  together  was  on  the  31st 
of  March,  1918,  £69,000,000.  The  bulk  of  this  sum  has  now 
reached  the  Exchequer,  while  the  figure  of  the  aggregate  assess- 

11  Cf.  infra,  Appendix  A,  I. 

12  The  principles  which  guided  the  administration  are  formulated  in  a 
series  of  highly  important  "Rules." 

13  Finance  Act,  1916,  sec.  48. 

i4/6iU,  1917,  sec.  24;  cf.  Debates,  93:383. 

15  Cf.  infra,  p.  54,  footnote. 

16  Sixtieth  Report  of  the  Commissioners  of  His  Majesty's  Inland  Revenue 
for  the  year  ended  31st  March,  1917  (Cd.  8887),  p.  5. 
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merit  is  increasing  at  a  rapid  ratc."^^  Finally  in  his  1918  budget 
speech  Mr.  Bonar  Law  said  that  the  collections  from  controlled 
firms  during  the  preceding  year  had  amounted  to  "upwards  of 
£30,000,000."'' 

In  March,  1917,  it  was  reported  that  more  than  7,500  estab- 
lishments had  been  officially  designated  as  "controlled." 

The  Enactment  of  the  Excess  Profits  Duty 
The  proposal  for  a  general  excess  profits  tax  appears  to  have 
been  first  broached  in  the  House  of  Commons  late  in  November, 

1914,  when  Mr.  Lloyd  George  was  asked  whether  he  would  pro- 
pose in  his  next  budget  "a  special  income  tax  .  .  .  with  the  ob- 
ject of  impounding  for  the  benefit  of  the  State  not  less  than  75 
per  cent  of  the  increase  on  all  separate  incomes  which  are  larger 
during  this  time  of  war  than  they  were  before  the  war."'^  The 
Chancellor  declined  to  answer.  From  time  to  time  the  plan  was 
again  urged  in  the  House"°  and  it  is  known  that  as  early  as  March, 

1915,  the  leaders  of  the  Government  were  seriously  discussing  the 
project.^'  However,  Lloyd  George  in  his  budget  speech  on  May 
4,  1915,  went  no  further  than  to  say  that  if  the  war  were  to  last 
two  or  three  years  "it  would  be  perfectly  legitimate  to  resort  to 
those  who  make  exceptional  incomes  out  of  the  War"  to  secure 
the  necessary  revenues.  He  remarked  that  "the  profits  in  cer- 
tain trades"  were  "certainly  considerably  higher  .  .  .  than  .  .  . 
in  time  of  peace."  Some  were  making  "probably  huge  profits," 
and  others  had  "raised  their  income  far  beyond  their  ordinary 
standard."'' 

Li  the  debate  which  followed  Sir  A.  Markham  made  a  spirited 
plea  for  the  immediate  enactment  of  a  profits  tax.  He  said  in 
part : 

"I  am  one  who  eagerly  desired  to  hear  the  Chancellor  say  he 

17  Cd.  9151,  p.  21. 

18  Debates,  105:  691. 

19  Question  of  Mr.  Jowett.     November  37,  1914.     Ibid.,  6?,:  U93. 

^oE.ff.,  February  15,  1915,  ibid.,  69:  735;  June  16,  1915,  ibid.,  73:  735; 
June  28,  1915,  ibid.,  73:  1463. 

21  The  Prime  Minister  (Mr.  Asquith)  conferred  with  Sir  Algernon  Firth 
regarding  the  proposal  at  the  end  of  March  or  the  beginning  of  April, 
1915.  Cf.  Association  of  Chambers  of  Commerce.  Excess-Profits  Duty. 
Deputation  from  the  Executive  Council  to  the  Chancellor  of  the  Exchequer  on 
3rd  April,  1918. 

22  Debates,  71:996, 
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would  put  a  t;ix  uj^oii  the  iiiiiiRnsc  war  pi'ofits  Ilia  I  nrv  ])v\n<^  made 
from  the  necessaries  of  life,  such  as  bread,  coal,  etc,  .  .  .  'I'lic 
neglect  of  the  Government  to  tax  war  profits  is  an  invitation  lo 
everybody  to  rob  the  public  to  the  utmost.  ...  If  the  Chancellor 
had  stated  definitely  that  he  was  going  to  tax  all  profits  in  excess 
of  the  average  earnings  over  the  last  three  years,  that  would  at  all 
events  have  given  some  satisfaction  to  the  country.  ,  .  .  We  are 
entirely  in  the  hands  of  the  Government.  All  I  can  urge  is  that 
the  Government  should  not  rest  quietly  and  allow  people  who 
gamble  in  the  necessities  of  life  to  enrich  themselves  by  war 
profits.   .  .   ."-' 

On  tile  15th  of  June  it  was  stated  in  the  House  that  the  obstacle 
to  the  introduction  of  a  profits  tax  was  the  number  of  difficulties 
to  be  overcome  in  administering  such  a  measure.'*  On  the  follow- 
ing day,  however,  the  Government  definitely  announced  their  in- 
tention to  introduce  a  special  profits  tax.  The  Financial  Secre- 
tary to  the  Treasury,  jNIr.  Montagu,  spoke  as  follows : 

"I  do  most  heartily  agree  .  .  .  that  it  is  necessary  and  that  it 
is  just  that  we  should  find  and  find  soon,  a  means  of  taxing  profits 
made  during  the  War.  ...  I  hope  that  at  some  very  early  date 
we  shall  be  in  a  position  to  give  Parliament  a  water-tight  pro- 
posal for  getting  at  the  extra  income  made  during  the  War  and 
for  taxing  it  substantially. 

"I  would  suggest  .  .  .  that  it  is  desirable  that  the  country 
should  know  that  it  is  our  intention  to  do  that.  .  .  .  Our  delay 
is  simply  caused  b}"^  our  desire  to  make  a  scheme  which  shall  be 
water-tight.'"' 

In  the  reorganization  of  the  Government  which  occurred  in 
June,  1915,  Lloyd  George  became  Minister  of  Munitions  and  early 
in  July  secured  his  act  imposing  the  Munitions  Levy.""  Thus  it 
came  about  that  the  Excess  Profits  Duty  was  finally  introduced 
by  Mr.  McKenna  who  had  succeeded  Lloj^d  George  as  Chancellor 
of  the  Exchequer."'     The  measure  constituted  one  of  the  proposals 

23  Debates,  71:  1033-1034. 
2ilbid.,  72:  G35. 

25  June  16,  1915.     Ibid,  729. 

26  Cf.  supra,  p.  5. 

27  To  Mr.  McKenna  belongs  the  credit  for  having  assumed  ministerial  re- 
sponsibility for  the  introduction  of  the  measure.  But  the  diiRcult  task  of 
developing  the  proposal  and  putting  it  into  the  form  of  a  statute  at  once 
broadly  equitable  and  administratively  practicable  fell  upon  the  capable 
shoulders  of  Dr.  J.  C.  Stamp,  then  of  the  Inland  Revenue.     In  official  circles 
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contained  in  his  courageous  "taxing  budget"  of  September  21, 
1915.'*  Its  reception  by  the  House  was  favorable,  the  principle 
of  the  tax  being  generally  approved  and  the  critical  comments  for 
the  most  part  taking  the  form  of  insistence  that  special  allowances 
for  unusual  cases  be  fully  provided  for.^^  The  bill  was  finally 
enacted  into  law  December  23,  1915.^** 

The  Statute 

The  virtues  and  defects  of  the  British  Duty  cannot  be  intelli- 
gently discussed  and  appraised  until  the  main  characteristics  of  the 
statute  are  understood.  The  provisions  of  the  statute  are  pre- 
sented with  considerable  fullness  in  the  latter  sections  of  this 
report,^^  but  for  the  convenience  of  those  who  prefer  to  omit  the 
details  of  interpretation  and  procedure  a  brief  statement  of  the 
more  significant  features  of  the  act  as  passed  is  given  at  this 
point,  together  with  a  chronological  account  of  its  development 
since  1915. 

1915  Act. — With  admirable  draftsmanship  the  statute  is  com- 
pressed into  a  brief  document  of  less  than  ten  pages,  supplemented 
by  a  schedule  of  five  additional  pages  dealing  with  the  computation 
of  profits,  the  pre-war  standard  and  invested  capital.^^ 

The  scope  of  the  application  of  the  British  Duty  is  different 
from  that  of  the  American  law.  Our  1918  law  is  narrow.  Under 
it  we  now  tax  corporations  alone  and  even  exempt  "personal  ser- 
vice corporations."  Our  earlier  excess  profits  tax  law  was  all- 
inclusive,  applying  to  all  business  enterprises  whether  carried  on 
by  individuals,  partnerships  or  corporations  and  extending  even 
to  profits  of  farmers  and  to  professional  earnings.  The  English 
statute  strikes  a  compromise  between  these  two  extremes.  It  ap^ 
plies  to  all  trades  and  businesses,  not  merely  to  corporations,  but 
it  specifically  excepts  (1)  husbandry,  (2)  "offices  or  employ- 
ments" {viz.,  salaries)   and  (3)  professions.^^     This  was  the  ex- 

the  Duty  is  nicknamed  "Stamp's  baby"  and  it  is  generally  acknowledged  that 
credit  for  making  the  tax  a  practical  success  must  be  given  to  him  rather 
than  to  any  other  one  person. 

28  Debates,  74:341. 

29  Ibid.,  362,  364,  368,  371,  383,  404,  408. 

so  Finance  (No.  2)  Act,  1915.  5  and  6  Geo.  5,  chap.  89.  Cf.  infra.  Ap- 
pendix A,  II. 

31  Cf.  infra,  pp.  27-142. 

32  For  the  full  text,  of.  infra,  Appendix  A,  II. 

S3  Finance  (No.  2)  Act,  1915,  sec.  39.  For  a  discussion  of  the  details  of 
the  definition  of  "profession"  cf.  infra,  p.  28. 
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tent  of  the  application  as  defined  in  tlie  original  statute  of 
1915  and  it  has  remained  unchanged  throughout  tiic  liistory  of 
the  tax.'* 

The  Duty  is  a  tax  on  profits  arising  during  the  war.  It  is  not 
restricted  to  profits  specifically  occasioned  by  the  war.  No  at- 
tempt is  made  to  inquire  into  the  causes  lying  behind  the  in- 
crease in  profits  and  to  isolate  those  which  are  due  to  war  con- 
ditions. Early  in  the  history  of  the  proposal  it  was  urged  that 
such  an  attempt  be  made  but  the  objections  of  the  administrators 
were  accepted  as  conclusive.  Tlie  underlying  assumption  of  the 
Duty  is,  consequently,  that  all  increased  profits  during  war  time 
are  excess  profits  properly  subject  to  special  taxation. 

There  is  a  general  impression  current  in  the  United  States 
(fostered  and  encouraged  by  the  terminology  of  the  Revenue  Act 
of  1918)  that  the  English  Duty,  with  its  pre-war  standard,  re- 
sults in  a  tax  on  zcar  profits  whereas  an  invested  capital  standard 
results  in  a  tax  on  excess  profits.  This,  of  course,  is  a  miscon- 
ception. Both  standards  result  in  excess  profits  taxes — the  first 
taxing  as  excessive  all  increased  profits  during  war  time  and  the 
other  taxing  as  excessive  all  rich  profits  during  war  time.  As  a 
matter  of  fact  the  British  use  both  standards.  They  fully  recog- 
nize that  their  Duty  is  not  a  pure  war-profits  tax  and  part  of  the 
dissatisfaction  with  the  Duty  rests  upon  this  foundation. 

As  originally  passed  in  1915  the  measure  appropriated  fifty 
per  cent  of  the  excess  profits  which  were  defined  as  those  which, 
"in  the  given  accounting  period,  exceeded  by  more  than  two  hun- 
dred pounds  the  pre-war  standard  of  profits.  .  .  .'"^  If,  how- 
ever, the  profits  in  a  subsequent  year  fell  below  the  pre-war  stan- 
dard a  refund  was  permitted  of  sufficient  amount  to  reduce  the 
total  payment  to  the  sum  which  would  have  been  paid  had  the 
assessment  been  made  against  the  net  profit  for  the  entire  length 
of  time,  including  the  several  accounting  periods.^®  The  impor- 
tance of  this  relief  provision  should  be  fully  appreciated.     From 

34  For  the  special  application  of  the  law  to  mineral  rights,  cf.  infra,  pp. 
29-30,  to  cooperative  societies,  cf.  infra,  pp.  30-31,  to  controlled  establish- 
ments, cf.  infra,  p.  30. 

35  Finance  (Xo.  2)  Act,  1915,  sec.  38.  The  rates  were  changed  several 
times  (cf.  infra,  pp.  3'4.-38)  and  the  initial  exemption  of  two  hundred  pounds, 
was  later  made  more  liberal  (cf.  infra,  pp.  33-34), 

s^Ibid.,  sec.  38  (3).  Cf.  infra,  p.  46  et  seq.  The  application  of  this  pro- 
vision to  shipping  concerns  was  afterwards  limited.     Cf.  infra,  pp.  47-18. 
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the  very  beginning  the  Duty  applied  only  to  those  excess  profits 
which,  even  when  averaged  up  with  the  smaller  earnings  of  later 
years  of  depression,  continued  to  be  excessive  in  amount. 

The  Duty  is,  in  fact,  merely  a  specialized  form  of  income  tax 
and  the  British  naturally  built  their  statute  on  the  foundation  of 
their  long-established  income-tax  system.  Their  statute  specifies 
that,  in  general,  profits  for  the  purposes  of  the  Duty  shall  be  de- 
termined "on  the  same  principles  as  the  profits  and  gains  .  .  . 
are  .  .  .  determined  for  the  purpose  of  the  income  tax.'"^  Yet 
special  modifications  must  be  made — modifications,  moreover, 
Avhich  are  different  from  those  made  in  this  country — in  order  to 
fit  the  income  into  the  framework  of  the  profits  tax. 

In  the  first  place  the  British  Duty  is  designed  to  be  a  trading- 
profits  tax  while  ours  is  a  tax  on  the  total  income  of  the  business. 
Consequently  the  British  exclude  in  arriving  at  taxable  profits  for 
purposes  of  the  Duty  any  income  which  the  company  has  received 
from  investments.^®  Thus,  also,  profits  of  the  nature  of  apprecia- 
tion of  assets,  except  trading  stock,  are  eliminated,  except  under 
certain  specified  circumstances.^'' 

In  the  next  place,  the  practice  in  Great  Britain  is  to  average 
business  profits  for  a  period  of  three  years  preceding  in  order  to 
establish  the  taxable  income  for  the  current  year.  This  system  of 
averages  was  deemed  unsuited  to  the  purposes  of  the  Excess  Profits 
Duty  and  in  this  case  profits  were  declared  to  be  those  actually 
arising  during  the  accounting  period. *° 

Again,  the  British  system  of  "collection-at-source"  made  it 
necessary  to  allow  a  concern  to  deduct  certain  items  upon  which 
it  prepaid  the  income  tax  and  to  include  in  its  profits  certain 
items  upon  which  others  had  prepaid  the  income  tax  before  trans- 
mitting thcm.^^ 

To  prevent  evasion  the  increase  of  remuneration  of  directors 
and  managers  was  restricted  even  though  the  payments  were  al- 
lowed for  income  tax  purposes.*" 

3T  Finance  (No.  2)   Act,  1915,  sec.  40  (1). 

38  For  the  special  case  of  insurance  companies  and  similar  concerns,  cf. 
infra,  p.  42. 

39  For  a  full  discussion  of  this  point,  cf.  infra,  p.  69  et  seq. 

40  Ibid.,  Fourth  Schedule,  Part  I,  rule  1.     Cf.  infra,  p.  39. 

41  For  details,  cf.  infra,  p.  41. 

4-  Ibid.,  rule  5.     Cf.  infra,  pp.  43-44. 
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To  prevent  injusticH'  llirou/^h  \  iiriat  ions  in  the  rates  of  tlie 
Duty  or  through  tlie  inflation  of  profits  of  a  particuhir  year,  the 
income  from  long-term  contracts  is  allocated  over  the  life  of  the 
contract  having  regard  to  the  extent  to  which  the  contract  was 
performed  in  the  various  periods  and  subjected  to  the  rates  in 
force  in  such  periods.'*' 

P'inally,  in  addition  to  the  pro\  ision,  already  alluded  to,  allowing 
rebates  of  Duty  paid  in  case  of  subseciuent  years  of  depression,  a 
section  was  included  in  the  law  which  allowed  this  modification  of 
profits  before  making  the  result  subject  to  Duty  at  all :  when 
the  net  result  of  the  operation  of  business  during  the  three  years 
preceding  the  war  was  a  loss,  any  part  of  the  profits  of  the  cur- 
rent accounting  period  which  was  applied  to  the  extinction  of 
that  loss  was  recognized  as  an  allowable  deduction  for  purposes  of 
the  Excess  Profits  Duty."* 

These,  then,  are  the  chicf*^  modifications  made  in  the  incomes 
of  business  concerns  in  order  to  arrive  at  a  figure  suitable  for  use 
in  a  special  profits  tax.  However,  the  rate  is  applied  only  to  such 
portion  of  this  as  was  in  excess  of  what  was  considered  the  normal, 
reasonable  profit  of  the  business.  This  reasonable  profit  was  de- 
termined by  the  device  of  the  "pre-war  standard." 

The  nature  of  the  British  pre-war  standard  is  often  misunder- 
stood in  the  United  States.  In  current  discussion  it  is  ordinarily 
spoken  of  as  being  merely  an  average  of  pre-war  profits.  As  a 
matter  of  fact  it  is  an  alternative  standard,  with  a  choice  as  to 
whether  the  criterion  shall  be  previous  profits  or  a  return  on  in- 
vested capital,  and  with  the  option  in  favor  of  the  taxpayer  rather 
than  against  him  as  was  the  case  wuth  our  law  as  in  force  for  the 
year  1918.  From  the  time  of  the  passage  of  their  original  statute 
in  1915  the  British  have  defined  their  "pre-war  standard"  as  the 
average  of  the  profits  of  certain  pre-war  years  (termed  the  "profits 
standard")  unless  it  is  shoAvn  to  the  satisfaction  of  the  Connnis- 
sioners  of  Inland  Revenue  that  this  is  smaller  than  the  so-called 
"percentage  standard,"  determined  by  applying  the  "statutory 
percentage"  to  the  amount  of  capital  invested  in  the  business."*^ 

The   selection    of   the    years   Avhose   earnings    are   averaged   to 

43  C/.  infra,  pp.  40-41. 

44  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  7.  Cf.  infra, 
pp.  45-46. 

45  For  a  full  treatment  cf.  infra,  p.  38,  et  ,seq. 
^e  Ibid.,  sec.  40   (3),  cf.  infra,  p.  73  et  seq. 
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establish  the  "profits  standard"  is  a  comphcated  proceeding. 
Ordinarily  the  standard  consists  of  "the  average  of  any  two  of  the 
three  last  pre-war  trade  years  to  be  selected  by  the  taxpayer."" 
However,  when  these  three  years  were  years  of  abnormal  depression 
{mz.  the  average  profit  at  least  25  per  cent  below  the  average 
profit  of  the  preceding  three  years),  the  average  of  any  four  out 
of  the  preceding  six  last  pre-war  trade  years  may  be  substituted.*^ 
In  a  case  of  a  business  commenced  too  recently  to  have  had  three 
full  pre-war  trade  years,  the  taxpayer  was  given  the  option  of 
taking  the  average  of  the  two  last  pre-war  years  or  merely  the 
results  of  the  trading  of  the  final  pre-war  year.  If  commenced  too 
recently  to  have  even  two  full  pre-war  years,  the  profits  of  the  one 
pre-war  year  were  to  be  used  as  the  profits  standard.  In  newer 
businesses  dependence  is  placed  entirely  upon  the  "percentage 
standard."*' 

The  profits  standard  is  subject  to  an  important  modification  in 
favor  of  the  taxpayer  when  he  can  show  that  capital  which  was 
invested  before  the  close  of  the  pre-war  period  did  not  become 
remunerative  (or  fully  remunerative)   until  later.^" 

When  capital  has  been  added  to  or  withdrawn  from  the  business 
during  the  time  intervening  between  the  end  of  the  pre-war  period 
and  the  beginning  of  the  taxable  account-period,  the  income  of  the 
accounting  period  is  decreased  or  increased  by  an  amount  equal 
to  the  statutory  percentage  of  the  amount  of  capital  added  or 
withdrawn  before  comparison  is  made  with  the  profits  standard. 

The  "statutory  rate"  is  applied  to  invested  capital  to  establish 
the  "percentage  standard"  which  is  utilized  in  certain  cases  in 
place  of  the  "profits  standard."  It  was  originally^^  made  6  per 
cent  in  the  case  of  a  corporation  and  7  per  cent  in  the  case  of 
partnerships  and  individuals,^^  the  difference  of  one  per  cent  being 
intended  to  compensate  roughly  for  the  advantage  which  the  cor- 
poration enjoyed  by  virtue  of  its  ability  to  deduct  from  its  earn- 
ings the  salaries  of  its  managers. ^^ 

47  Finance  (No.  3)  Act,  1915,  sec.  40  (2),  cf.  infra,  p.  73,  et  seq. 

48  Ibid.,  Fourth  Schedule,  Part  II,  rule  3. 

*3  Ibid.,  rule  4.  For  the  profits  standard  in  the  case  of  agencies,  cf.  infra, 
pp.  74-75. 

50  Ibid.,  sec.  41   ('4).     Cf.  infra,  p,  79. 

51  Later  these  rates  were  changed.     Cf.  infra,  p.  76. 
^2  Ibid.,  sec.  40  (2). 

53  Cf.  supra,  p.  92. 
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The  "statutory  rate"  is  not  absolutely  ri^id  but  may  be  said 
to  be  the  mininiuin  rate  of  exemption,  applicable  to  ordinary  busi- 
nesses. The  rate  may  be  increased  upon  appeal  without  maximum 
limit,  and  instances  are  recorded  where  tlie  total  rate  allowed  is  as 
high  as  291/^  per  cent.°* 

Applications  for  increases  in  the  statutory  percentage  are  en- 
tertained only  when  made  in  behalf  of  a  "class  of  trade  or  busi- 
ness."^^  When  the  Commissioners  receive  such  an  application  they 
must  ordinarily^"  lay  it  before  the  Board  of  Referees.  Such  ap- 
plications arc  made  with  great  freedom  and  increases  are  granted 
in  a  large  proportion  of  cases.^^ 

The  use  of  this  percentage  standard  involves,  of  course,  the  cal- 
culation of  invested  capital,  the  task  which  occasions  such  great 
difficulty  in  tliis  country.  The  standard  is  established  by  applying 
the  statutory  percentage  to  "the  capital  of  the  trade  or  business 
as  existing  at  the  end  of  the  last  pre-war  trade  year."^^  Wlien 
there  has  been  an  increase  or  decrease  in  the  invested  capital  since 
that  date,  an  adjustment  is  made  in  the  profits  of  the  current 
year,  the  pre-war  standard  being  suffered  to  remain  undisturbed.^^ 
This  has  the  important  administrative  advantage  of  confining  the 
successive  annual  discussions  with  the  taxpayer  to  questions  re- 
garding recent  adjustments  in  invested  capital. 

The  British  definition  of  invested  capital  includes : 

(1)  Money; 

(2)  Assets  acquired  by  purchase  valued  at  the  purchase  price 
but  minus  (a)  deductions  for  wear  and  tear  or  replacement,  and 
(b)  deductions  for  unpaid  purchase  money; 

(3)  Assets  in  the  form  of  debts  due  to  the  business,  appraised, 
as  for  income  tax  purposes,  at  their  probable  present  worth  and 

(4)  Assets  not  acquired  by  purchase  appraised  at  their  value 
when  acquired  subject  to  the  usual  deductions  for  wear  and  tear, 
etc. 

The  statute  further  states  positively  that  any  capital,  the  in- 
come on  which  is  not  subject  to  the  Duty,  and  borrowed  money 
shall  be  excluded.    Moreover  in  appraising  assets  in  class  4  above, 

54  Gold  mining  in  Egypt  when  carried  on  by  a  partnership.    Cf.  infra,  p.  ISl. 

55  Finance   (No.  2)   Act,  1915,  sec.  42. 

56  For  details,  cf.  infra,  p.  125, 

57  Cf.  infra,  p.  121  et  seq. 

58  76tU,  sec.  40  (2). 

59  Ibid.,  sec.  41.    Cf.  infra,  p.  78  et  seq. 
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"the  value  of  the  consideration  at  the  time  the  asset  was  acquired" 
is  the  standard  prescribed,  with  one  exception,  designed  to  pre- 
vent evasion  through  resort  to  incorporation.  This  exception  is 
that  in  the  case  of  a  business  which  is  converted  into  a  company 
whose  shares  are  wholly  or  mainly  held  by  the  former  owner  of  the 
business,  "no  value  shall  be  attached  to  those  shares  so  far  as  they 
are  represented  by  goodwill  or  otherwise  than  by  material  assets 
of  the  company.'"'" 

It  will  be  observed  that  the  British  concept  of  invested  capi- 
tal, like  our  own,  excludes  unrealized  appreciations.  The  starting 
point  with  them  is  the  original  value  of  the  asset  invested  in  the 
enterprise  from  which  value  they  make  deductions  for  losses  and 
wear  and  tear  and  to  which  value  they,  in  effect,  make  additions 
for  increases  and  decreases  in  capital  invested.  The  operation  is 
concerned  with  the  asset  side  of  the  balance  sheet.  We  on  the 
other  hand  deal  primarily  with  the  liability  side  of  the  balance 
sheet,  making  various  alterations  necessary  as  a  result  of  a 
scrutiny  of  the  assets.  Y\^e  begin  with  the  outstanding  capital 
stock  and  in  so  far  as  it  represents  cash  or  assets^^  actually  put 
into  the  enterprise  it  is  accepted  as  invested  capital.  Moreover 
this  sum  is  not  reduced  because  of  subsequent  losses  suffered  by 
the  concern.  It  is  a  minimum  which  is  irreducible  for  such  reasons, 
representing  the  capital  which  has  been  "sunk"  in  the  enterprise 
and  a  return  must  be  earned  upon  it  before  there  are  any  excess 
profits  subject  to  tax.  For  example,  if  A  invests  $100,000  in  a 
corporation  in  1900,  receiving  therefor  $100,000  in  capital  stock 
of  the  corporation,  and  the  corporation  proceeds  to  lose  $50,000 
in  the  course  of  trading  during  the  next  twenty  years  so  that  the 
real  worth  of  the  assets  in  1920,  is  only  $50,000,  we  would  give  the 
corporation  an  invested  capital  standard  of  $100,000  for  the  year 
1920.     In  England  the  figure  would  be  at  $50,000.*'-' 

This  fundamental  difference  extends  moreover  into  the  field  of 
depreciation.  Suppose,  in  the  case  cited  above,  that  $50,000  of 
the  $100,000  received  for  the  stock  was  immediately  invested  in 
machinery  with  a  life  of  20  years,  and  that  $2,500  was  annually 

60  Finance  (No.  2)  Act  1915,  Fourth  Schedule,  Part  III.  For  qualifications 
and  details,  cf.  infra,  p.  90.  Especially  note  ibid.,  1915,  Part  II,  rule  6  and 
ibid.,  1916,  sec.  47c.     Cf.  infra,  Appendix  A,  II  and  Appendix  A,  III. 

61  With  certain  limitations.     Cf.  infra,  p.  83. 

62  For  a  modification  of  this  rule  in  so  far  as  it  affects  certain  losses  during 
the  pre-war  period,  cf.  ibid.,  1917,  sec.  26    (6),  infra,  p.  89. 
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put  in  reserve  for  (leprceiiitioii.  In  IDJ^O  this  reserve  would  con- 
sequently amount  to  .'p5(),()()().  In  tiiis  country  we,  of  course,  do 
not  permit  the  addition  of  this  $50,()()()  reserve  to  the  $1()(),()0() 
original  investment,  and  give  the  corporation  an  invested  capital 
of  $150,000.  What  we  do  allow  is  the  $100,000  originally  i)ut 
in  and  we  continue  to  allow  that  amount  whether  or  not  any  de- 
preciation deductions  are  made,  whether  the  reserve  which  may  be 
built  up  from  such  deductions  is  invested  within  or  outside  the 
business  or  whether  it  is  lost  through  unwise  investment  or  use. 
We  even  permit  an  increase  in  invested  capital  equal  to  any  ex- 
cessive depreciation  deducted  or  for  any  realized  appreciations  in 
the  value  of  invested  reserves.  A  similar  corporation  in  England, 
on  the  other  hand,  in  1920,  when  the  machinery  is  scrapped, 
would  receive  no  credit  at  all  for  it  as  invested  capital  except 
such  part  of  the  depreciation  reserve  of  $50,000  as  had  been 
actually  reinvested  in  the  business.  During  the  course  of  the  de- 
preciation of  the  machinery  its  value  for  invested  capital  would 
be  the  original  cost  minus  "proper  deductions"  for  depreciation 
plus  the  depreciation  reserves  reinvested  in  the  business. 

As  a  consequence  the  British  concept  of  invested  capital  tends 
to  be  more  a  "current  capital"  concept  than  ours.'^^  Although 
neither  they  nor  we  reappraise  assets  periodically  during  their 
life,  they  tend  to  approach  more  closely  the  value  of  the  assets 
actually  at   work  during  the  current  accounting  period. 

This  distinction  must  not  be  overemphasized,  however.  In  fact 
the  number  of  American  corporations  which  benefit  by  virtue  of 
it  is  undoubtedly  small.  In  the  absence  of  full  allowances  for  net 
losses  from  period  to  period  such  relief  is  probably  justified. 

The  assessment  is  vested  in  the  Commissioners  of  Inland  Revenue 
to  whom  the  Act  gives  broad  power  of  adjustment  in  particular 
cases.'"*  A  taxpayer  may  apply  to  them  for  modification  of  any 
of  the  provisions  which  specify  the  details  as  to  the  calculation  of 

63  Professor  Plehn  in  his  article  entitled  "War  Profits  and  Excess-Profits 
Taxes"  in  the  American  Economic  Review  for  June,  1920  (pp.  283-298)  ap- 
pears to  have  been  led  astray  by  the  fact  that  the  English  percentage  stan- 
dard is  established  by  applying  the  statutory  percentage  to  the  invested  capi- 
tal as  it  stood  at  the  end  of  the  last  pre-war  year.  As  a  matter  of  fact  the 
modifications  permitted  because  of  increases  or  decreases  in  invested  capital 
after  that  date  take  into  accoimt  with  absolute  exactness  the  subsequent  varia- 
tions in  capital  even  though  those  modifications  are  made  in  the  profits  of  the 
current  year  rather  than  in  the  invested  capital  itself. 
64  Finance  (No.  2)  Act,  1915,  sec.  40  (3). 
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profits,  the  establishment  of  the  standard  or  the  determination 
of  invested  capital  when  he  feels  that  such  modifications  should  be 
made  in  his  case  "owing  to  a  change  in  the  constitution  of  a  part- 
nership, or  to  the  postponement  or  suspension,  as  a  consequence 
of  the  present  war,  of  renewals  or  repairs,  or  to  the  exceptional 
depreciation  or  obsolescence  of  assets  employed  in  the  trade  or 
business  due  to  the  present  war,  or  to  the  necessity  in  connection 
with  the  present  war  of  providing  plant  which  will  not  be  wanted 
for  the  purposes  of  the  trade  or  business  after  the  termination  of 
the  war  or  to  any  other  special  circumstances  specified  in  regula- 
tions made  by  the  Treasury."  There  is  an  appeal  from  the  de- 
cision of  the  Commissioners  to  the  Board  of  Referees  on  questions 
included  within  the  scope  of  the  above  section  and  an  appeal  to  the 
regular,  income-tax,  appeal  bodies,  the  general  Commissioners  and 
the  special  Commissioners,  on  other  questions. "^^ 

Payment  may  be  made  by  instalments  at  the  discretion  of  the 
Commissioners,  but  a  two-months  notice  must  be  given  the  tax- 
payer.^^ 

1916  Amendments. — In  his  second  budget  speech,  April  4,  1916, 
Mr.  McKenna  reported  that,  because  of  the  delay  in  passing  the 
measure,  only  £140,000  had  been  collected  in  place  of  the  antici- 
pated £6,000,000.*^^  He  asked  that  the  rate  be  increased  to  60 
per  cent,  which  he  estimated  would  result  in  a  yield  for  the  year 
1916-17  of  £86,000,000.  He  pointed  out  to  those  who  felt  that 
the  rate  should  be  still  higher,  that,  in  one  illustrative  case,  the 
60  per  cent  rate,  combined  with  the  suggested  new  charge  for  In- 
come Tax  and  Supertax  would  absorb  no  less  than  77  per  cent  of 
such  profits  as  would  be  classified  as  excessive  under  the  British 
statutory  provisions.  The  new  rate  was  readily  accepted  by  the 
House.*^^ 

Aside  from  the  increase  in  the  rate  the  most  important  change 
in  the  law  in  1916  had  to  do  with  the  establishment  of  a  new  ar- 
rangement whereby  the  profits  from  the  sale  of  ships  were  sub- 
jected to  special  treatment.^®     There  were  also  provisions  which 

65  Finance  (No.  2)  Act,  1915,  sec.  45   (5). 

66  J6i(Z.,  sec.  45  (1). 

67  Debates  81:1049. 

68  Finance  Act,  1916,  sec.  45   (2). 

69  Ibid.,  sec.  47.     Cf.  infra,  p.  80, 
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articulated  the  Excess   Profits  Duty   with  the  .Munitions   Levy'^" 
and  accomplished  various  minor  alterations.^^ 

1017  Amendments. — By  the  spring  of  1917,  Mr.  Bonar  Law, 
who  had  become  Chancellor  of  the  Exchequer,  was  able  to  report 
that  the  Excess  Profits  Duty  had  begun  to  play  a  leading  role  in 
financing  the  war.  In  the  year  1916-17  it  had  produced  no  less 
than  £139,920,000,  which  was  £53,920,000  more  than  the  estimate 
and  nearly  one  fourth  of  tiie  total  revenue.^"  Not  content,  how- 
ever, he  called  for  a  still  greater  contribution  from  this  source 
during  the  year  to  come.  He  asked  that  the  rate  be  increased  from 
60  per  cent  to  80  per  cent  which  would  result  in  an  estimated  in- 
crease of  £20,000,000  in  the  yield."  The  proposal  was  greeted  by 
cheers  in  the  House  of  Commons.^'*  Mr.  McKenna,  however, 
sounded  a  warning  note  when  he  expressed  some  doubt  as  to 
whether,  with  an  80  per  cent  rate,  coupled  with  income  tax  and 
supertax,  enough  would  be  left  to  provide  a  proper  incentive  to 
business."^  The  80  per  cent  rate  was  made  to  apply  to  profits 
arising  after  January  1,  1917  and  with  this  step  the  high-water- 
mark in  the  rates  was  reached.^"  The  writer  was  informed  that 
the  sentiment  in  favor  of  still  higher  taxation  of  excess-profits  was 
very  strong  and  that  a  promise  was  even  given  at  the  time  of  a  re- 
organization of  the  Government  that  the  rate  of  the  Duty  would 
be  pushed  to  the  limit  of  100  per  cent.^^  It  is  said  that  only  the 
most  vehement  protests  from  the  administrative  officials  prevented 
the  Government  from  fulfilling  this  pledge.  The  officials  insisted 
that  with  a  rate  of  100  per  cent  the  entire  plan  would  collapse  and 
urged  60  per  cent,  or,  at  the  very  most,  70  per  cent,  as  the  high- 
est practical  rate.    Subsequent  events  substantiated  the  wisdom  of 

70  Finance  Act,  1916,  sec.  48.     Cf.  infra,  p.  30. 

71  Ibid.,  sec.  49-57.  For  changes  with  reference  to  directors'  fees,  cf.  infra, 
pp.  43-44;  profits  applied  to  previous  losses,  p.  46;  provision  regarding  ac- 
counting period,  p.  38;  accumulating  profits  declared  not  to  be  invested  capi- 
tal, p.  84;  deductibility  of  Munitions  exchequer  payments  from  income,  p. 
44;  appeals  in  case  of  controlled  establishments,  p.  118,  and  exemption  of 
bankrupt  concerns,  p.  29. 

72  Debates,  93:373. 

73  Ibid.,  388. 

74  Ibid.,  883. 

75  Ibid.,  397. 

76  Finance  Act,  1917,  sec.  20. 

77  It  is  apparent  from  the  debate  in  the  House  of  Commons  on  April  4, 
1916  that  Sir  A.  Markham  had  some  time  before  suggested  a  100  per  cent 
rate.     Debates,  81:1103. 
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this  view  for  most  of  the  abuses  which  later  arose  appear  to  be 
traceable  to  the  extremely  high  rate  established  in  1917.^^ 

The  establishment  of  the  80  per  cent  rate  was  accompanied  by 
the  introduction  of  a  notable  series  of  relief  provisions  which  miti- 
gated the  force  of  the  heavy  rate.  First,  the  initial  exemption 
was  increased  in  the  case  of  small  concerns  with  a  small  pre-war 
standard."  Again,  one  per  cent  was  added  to  the  statutory  per- 
centage of  unincorporated  concerns  and  three  per  cent  was  added 
to  the  percentages  as  they  stood  after  this  increase  in  the  case  of 
all  concerns  when  the  percentage  was  used  for  the  purpose  of  estab- 
lishing the  allowance  for  increased  capital  or  for  newly  estab- 
lished businesses. ^°  This  limited  increase  in  the  statutory  per- 
centage was  made,  according  to  Mr.  Bonar  Law,  upon  the  advice 
of  the  Board  of  Referees  and  in  recognition  of  the  increase  in  the 
cost  of  money  since  the  War.^^  Moreover,  special  provisions 
granted  relief  in  certain  cases  in  which  loss  had  been  suffered  dur- 
ing the  pre-war  period,  one  provision  permitting  the  Commission- 
ers to  ignore  the  loss  in  the  case  of  certain  concerns  using  the 
profits  standard^"  and  another  permitting  them  to  restore  to  in- 
vested capital,  in  the  case  of  concerns  using  the  percentage  stan- 
dard, fonner  assets  which  had  ceased  to  form  a  part  of  the  busi- 
ness or  increases  in  borrowed  money  due  to  trading  losses  in  the 
six  pre-war  years. ^^  Finally  the  number  of  pre-war  years  during 
which  capital  might  have  been  introduced  into  the  business  and 
yet  form  a  basis  for  adjustment  on  grounds  of  being  temporarily 
unremunerative  was  increased  from  three  to  six.^* 

About  this  time  the  business  of  shipping,  which  had  been  ex- 
ceedingly profitable,  was  brought  under  control  by  a  process  of 
requisition  and  prescribed  rates,  90  per  cent  of  all  ships  of  1600 
tons  and  upwards  having  been  appropriated  by  the  Government  in 
this  fashion  on  the  date  of  the  Chancellor's  speech. ^^  The  rates 
were  fixed  at  a  point  which  was  expected  to  yield  low  returns  and 
the  Chancellor  was  eager  to  prevent  the  owners  from  increasing 
that  return  through  the  medium  of  repayments  of  Excess  Profits 

78  Cf.  infra,  pp.  149-153. 

79  Finance  Act,  1917,  sec.  26   (4),  cf.  infra,  p.  33  et  seq. 
so  Ibid.,  sec.  26   (1,  2  and  3).     Cf.  infra,  p.  91  et  seq. 

81  Debates,  93:384,  436. 

82  Finance  Act,  1917,  sec.  26  (5).    Cf.  infra,  p.  75  et  seq. 
S3  Ibid.,  sec.  26   (6).     Cf.  infra,  p.  89. 

Si  Ibid.,  sec.  26  (7).     Cf.  infra,  p.  79. 
85  May  2,  1917.     Debates,  93:  386. 
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Duty  already  collected  on  the  high  earnings  of  the  preceding  two 
years.  This  repayment  would  automatically  result  througli  the 
operation  of  the  section  of  the  law  requiring  the  Inland  Revenue 
to  make  a  readjustment  of  the  duty  paid  in  a  year  when  excess- 
profits  were  earned  whenever  in  subsequent  years  the  profits  fell 
below  the  pre-war  standard.  Consequently  the  relief  section  was 
almost  entirely  suspended  so  far  as  shij)ping  profits  were  con- 
cerned.^° 

Other  sections  of  the  Finance  Act  of  1917  provided  relief  to 
those  who  were  subject  to  both  the  Britisli  and  Colonial  excess- 
profits  taxes,®^  abolished  the  Munitions  Levy  and  transferred  the 
unfinished  business  connected  with  it  to  the  Inland  Revenue  ;^^  per- 
mitted the  reopening  of  cases  before  the  Board  of  Referees  under 
certain  restrictions  ;^°  declared  war  bonds  acceptable  in  payment 
of  Excess  Profits  Duty;°°  and  established  an  alternative  method 
of  taxing  cooperative  societies."^ 

1918  Amendments. — The  financial  results  of  the  1917  changes 
were  very  satisfactory.  Whereas  an  increase  of  £20,000,000  had 
been  expected  from  the  higher  rates,  an  increase  of  £40,000,000^^ 
was  actually  realized,  making  the  total  receipts  for  the  year  from 
this  source  £220,214,000.''  For  1918-1919,  Mr.  Bonar  Law  esti- 
mated that  the  collections  would  be  £300,000,000  without  any 
further  increase  in  the  rate.  Such  an  increase  had  been  urged'* 
but  the  result  of  such  action  would,  he  thought,  bring  less  revenue 
rather  than  more.'^  He,  therefore,  contented  himself  with  sug- 
gesting one  major  amendment  to  the  law — that  which  subjected  to 
taxation  profits  arising  from  the  sale  of  trading  stocks,  the  rate 
remaining  the  same. 

This  amendment,  however,  marked  a  fundamental  departure 
from  the  ordinary  British  concept  of  income.  As  has  been  pointed 
out,'®  capital  gains  are  not  ordinarily  included  within  the  scope 

86  Finance  Act,  1917,  sec.  22.     Cf.  infra,  pp.  47-48. 

87  Ibid.,  sec.  23.  Cf.  infra,  p.  32. 

88  Ibid.,   sec.  24.  Cf.  infra,   p.  7  et  seq. 
s^Ibid.,   sec.  25.  Cf.  infra,   p.  126. 
^oibid.,  sec.  34.  Cf.  infra,  pp.  111-112. 
31  Ibid.,  sec.   26  (8).  Cf.  infra,   p.  31. 

92  Debates,  105:699. 

93  Financial  Statement,  1918-1919,  p.  5. 

94  C/.  Debates,  105:752. 
35  Ibid.,  704. 

90  Cf.  supra,  p.  12  and  infra,  p.  69  et  seq. 
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of  the  Income  Tax  or  the  Excess  Profits  Duty.  It  was  found, 
however,  that  the  Duty  was  being  evaded  through  the  device  of 
disposing  of  trading  stocks  in  bulk  or  as  a  part  of  the  assets  of 
the  business  when  it  was  sold  as  a  going  concern.^^  Public  at- 
tention has  been  drawn  particularly  to  the  loss  of  duty  which  had 
resulted  from  certain  transactions  in  large  stocks  of  whiskey  in 
Scotland.  The  amendment  was  aimed  to  stop  such  leaks  and 
provided  that  "profits  arising  from  the  sale  .  .  .  otherwise  than 
in  the  ordinary  course  of  trade  of  the  trading  stock  .  .  .  belong- 
ing to  any  trade  or  business  shall  be  deemed  to  be  profits  arising 
from  a  trade  or  business."^®  It  will  be  noted  that  this  section  is 
after  all,  of  fairly  narrow  application,  affecting,  as  it  does,  merely 
stock  in  trade.  Sales  of  any  other  type  of  asset  are  still  con- 
sidered capital  transactions  and  lie  outside  the  scope  of  the  Duty. 

The  Finance  Act  of  1918  also  provides  for  an  appeal  to  the 
Board  of  Referees  in  certain  cases  of  dissatisfaction  with  rates 
of  depreciation''^  and  defines  the  extent  of  obsolescence  deduc- 
tions.^°° 

1919  Amendments. — The  receipts  from  the  Duty  in  1918-19 
fell  short  of  the  budget  estimate  of  £300,000,000  by  £14,972,- 
000.^°^  During  this  year  the  Duty  alone  was  responsible  for 
nearly  one- third  (32.1  per  cent)  of  the  total  receipts  of  the  Gov- 
ernment. The  war  was  now  over  and  the  Chancellor  felt  justified 
in  recommending  the  reduction  in  the  rate  of  the  Duty  from  80 
per  cent  to  40  per  cent.  Notwithstanding  this  decrease,  the  total 
receipts  for  the  following  year  were  again  estimated  at  £300,000,- 
000,  the  arrears  being  large^°^  and  the  80  per  cent  rate  still  apply- 
ing to  portions  of  accounting  periods  subject  to  assessment  dur- 
ing 1919.  No  changes  of  importance  other  than  the  reduction  in 
the  rate  were  made  in  the  statute  this  year.^°^ 

97  Debates,  105:704, 

98  Finance  Act,  1918,  sec.  35  (1).  For  details  cf.  infra,  p.  70  et  seq.  Cases 
where  stocks  are  disposed  of  otherwise  than  by  sale,  e.g.  by  distribution  in 
kind,  are  adequately  covered.  Sec.  35  (4).  Excess  Profits  Duty  charged  upon 
such  profits  were  declared  not  to  be  deductible  for  purposes  of  Income  Tax. 
Sec.  31. 

^9  Ibid.,  sec.  24   (1). 

'y'^^Ihid.,  sec.  24  (3).  Cf.  also  sec.  24  (4)  relating  to  deductions  on  ac- 
count of  annual  value  of  premises. 

101  Financial  Statement,   1919-1920,  pp.  3,  5. 

102  Cf.  infra,  p.  115. 

103  For  clarifying  amendment  regarding  colonial  double  taxation,  cf.  Fi- 
nance Act,  1918,  sec.  3'4,  infra,  Appendix  A,  V. 
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1920  Budget  Proposals 

The  yield  of  the  Duty  in  1919-20  closely  approximated  the  esti- 
mate, amounting  in  all  to  £290,045,000.^"*  The  general  expecta- 
tion was  that  the  tax  would  be  completely  abandoned  at  this  date 
but  the  Chancellor,  Mr.  Austen  Chamberlain,  surprised  the  coun- 
try by  asking  for  its  continuance  for  another  year  and  at  the 
increased  rate  of  60  per  cent.  £220,000,000  was  the  budget  esti- 
mate for  the  yield  of  the  Duty  in  1920-21,  in  case  the  rate  were 
increased  as  suggested."^  The  problem  of  the  future  of  the  tax 
is  discussed  elsewhere^""  but  at  the  date  of  writing^"^  the  60  per 
cent  proposal  apparently  is  certain  of  adoption,  the  levy  on  capi- 
tal which  was  suggested  as  an  alternative  for  the  increase  in  the 
rate  having  been  dcfinitel}'^  discarded  by  the  Government.  In  ad- 
dition to  the  increased  Excess  Profits  Duty,  the  Chancellor  pro- 
posed a  five  per  cent  tax  on  the  profits  of  corporations.  No  other 
amendments  or  changes  are  proposed  in  the  Finance  Bill  as  in- 
troduced, but  during  the  debates  amendments  were  proposed  in- 
creasing the  statutory  percentage  applying  to  new  capital  from 
9  and  11  per  cent  to  10  and  12  per  cent  and  raising  the  figures 
for  relief  to  small  businesses  from  £2000  to  £4-000. 

Summary 

The  Excess  Profits  Duty,  passed  December  23,  1915,  as  well 
as  its  companion  measure,  the  Munitions  Levy,  passed  July  2, 
1915,  were  to  a  large  extent  concessions  to  labor  in  order  to  win 
its  support  to  a  program  of  large  production  during  the  war.  The 
measure,  however,  enlisted  public  support  generally  on  a  variety 
of  grounds  so  that  the  demand  for  its  enactment  was  irresistible. 

The  Duty  was  levied  on  all  business  profits  in  excess  of  a  stan- 
dard which  might  be  either  an  average  of  pre-war  profits  or  a 
percentage  of  capital  invested,  whichever  favored  the  taxpayer. 
The  rate  has  varied,  beginning  at  50  per  cent,  rising  as  high  as  80 
per  cent,  dropping  back  to  40  per  cent  and,  finally,  rising  once 
more  to  60  per  cent. 

Aside  from  these  variations  in  the  rates,  however,  there  have 
been  no  changes  in  the  statute  of  fundamental  importance.  The 
same  principles  have  held  throughout  and  the  amendments  have 

104  Financial  Statement,  1920-21,  p.  6. 

105  Speech  on  making  the  Financial  Statement,  April  19,  1920,  p,  15. 

106  Cf.  infra,  p.  161  et  seq. 

107  July  12,  1920. 
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for  the  most  part  affected  only  details.  While  we  in  America  used 
one  invested  capital  standard  in  1917,  adopted  an  alternative 
profits  or  invested  capital  standard  for  1918  and  abandoned  the 
profits  standard  in  1919,  the  British  have  held  to  their  original 
arrangement,  the  only  important  modification  being  a  change  of 
percentages  used  in  establishing  the  standard  based  on  invested 
capital.  While  we  changed  the  application  of  our  statute  from 
extreme  broadness  to  extreme  narrowness,  the  application  of  the 
British  Duty  has  remained  the  same.  While  we  have  made  sweep- 
ing changes  in  our  definition  of  taxable  profits  and  invested  capi- 
tal, the  British  have  made  only  minor  alterations.  This  stability 
has  undoubtedly  been  a  factor  in  the  success  of  the  British  ad- 
ministration. 

In  comparison  with  the  American  law,  the  most  impressive  fea- 
tures of  the  British  statute,  aside  from  its  comparative  stability, 
are  the  remarkable  care  which  is  taken  to  alleviate  cases  of  un- 
usual hardship,  the  wide  scope  given  to  the  administrative  authori- 
ties in  making  adjustments  and  the  full  provision  made  for  ap- 
peals to  bodies  outside  the  courts  of  law.  These  features  are  fully 
discussed  in  later  sections.^"^ 

los  Cf.  infra,  p.  27  et  seq.    For  summary  cf.  p.  139  et  seq. 
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Part  One  of  this  report^  describes  the  development  of  tlie 
statute  in  broad  outline  and  traces  the  changes  made  during  tlic 
years  of  operation.  The  part  which  follows  attempts  a  more  de- 
tailed exposition  of  certain  specific  topics  concerned  with  the  in- 
terpretation of  the  law  and  its  administration.  The  topics  se- 
lected for  this  more  ample  treatment  either  contribute  to  an  un- 
derstanding of  the  general  procedure,  or  offer  suggestions  for  im- 
provement in  our  practice. 

Although  cross-references  have  been  used  very  freely,  it  has 
not  been  possible  to  avoid  some  minor  repetitions  both  as  between 
Part  One  and  this  part  and  as  between  different  topics  treated  in 
this  part ;  but  as  the  chief  value  of  this  section  of  the  report  will 
be  for  purposes  of  reference  to  specific  topics,  it  is  believed  that 
such  repetition  as  exists  will  prove  to  be  an  advantage  rather 
than  a  disadvantage.  The  reader  who  is  interested  merely  in  the 
general  aspects  of  the  Duty  may  well  omit  Part  Two  entirely. 

Application 

Scope  of  Application. — The  British  statute  applies  to  "all 
trades  or  businesses  (whether  continuously  carried  on  or  not)  of 
any  description  carried  on  in  the  United  Kingdom,  or  owned  or 
carried  on  in  any  other  place  by  persons  ordinarily  resident  in 
the  United  Kingdom,  excepting — 

(a)  husbandry  in  the  United  Kingdom; 

(b)  offices  or  employments; 

(c)  any  profession  the  profits  of  which  are  dependent  main- 
ly on  the  personal  qualifications  of  the  person  by  whom 
the  profession  is  carried  on  and  in  which  no  capital  ex- 
penditure is  required,  or  only  capital  expenditure  of  a 
comparatively  small  amount, 

but  including  the  business  of  any  person  taking  commissions  in 
respect  of  any  transactions  or  services  rendered,  and  of  any  agent 
of  any  description  (not  being  a  commercial  traveller,  or  an  agent 
whose  remuneration  consists  wholly  of  a  fixed  and  definite   sum 

1  Supra,  pp.  3-24. 
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not  depending  on  the  amount  of  business  done  or  any  other  con- 
tingency)."^ 

The  Duty,  consequently,  while  broader  in  its  scope  than  our 
present  Excess  Profits  Tax,  is  more  narrow  than  our  1917  law 
in  that  it  excludes  farmers  and  professional  men.^  It  taxes  both 
corporate  and  non-corporate  business,  both  private  and  municipal 
trading  ventures  and  even  cooperative  societies.  Salaries,  pro- 
fessional fees  and  farmer's  profits  lie  outside  its  scope. 

The  application  of  the  Excess  Profits  Duty  is  broader  than  that 
of  Schedule  D  of  the  British  Income  Tax  in  that  the  term  business 
is  interpreted  to  include  transitory  businesses  which  cannot  be 
said  to  have  annual  profits. 

Husbandry  is  interpreted  to  include  market  gardening  and 
nurserymen,  but  not  cattle  dealers,  milk  sellers  or  seedsmen. 

The  line  between  businesses  and  professions  is  found  to  be  diffi- 
cult to  draw.  The  term  profession,  of  course,  includes  barristers, 
solicitors,  doctors,  architects  and  accountants.  But  there  are 
many  border-line  cases.  The  element  of  personal  qualification  is 
of  great  importance,  the  general  tendency  being  to  restrict  the 
term  to  those  callings  which  apply  tests  for  admission  into  their 
ranks.  Photographers,  horse  trainers,  and  producing  actors  have 
been  ruled  out  but  consulting  engineers  (not  engineering  busi- 
nesses) are  included  within  the  definition  of  professions. 

There  has  not  been  entire  satisfaction  with  the  scope  of  the 
Duty.  Not  only  has  the  attempt  to  draw  a  precise  line  between 
professions  and  businesses  given  rise  to  difficult  cases,  but  there 
has  been  a  feeling  in  some  quarters  that  the  whole  policy  of  ex- 

2  Finance   (No.  2)   Act,  1915,  sec.  39. 

3  Although  professional  men  were  taxable  under  our  1917  law,  the  rate 
was  fixed,  by  sec.  209,  at  8  per  cent  on  the  net  income  over  $6000,  of  any- 
trade  or  business  in  which  no  invested  capital  or  merely  a  nominal  capital 
was  employed  by  an  individual  or  a  partnership.  In  the  case  of  corporations 
the  exemption  was  $3000,  the  rate  the  same.  Our  Treasury  Department  has 
attempted  to  exclude  as  many  taxpayers  as  possible  from  the  benefit  of  this 
low  rate,  adopting  in  some  instances  rather  far-fetched  arguments  of  capital 
being  employed  indirectly  (as  by  enjoyment  of  credit  due  to  the  financial 
responsibility  of  the  stockholders  of  a  corporation  or  the  members  of  a 
partnership).  In  many  such  cases  the  result  has  been  to  exclude  the  tax- 
payer from  sec.  209  of  our  1917  law  and  yet  leave  him  with  practically  no 
invested  capital  and  subject  to  an  inordinately  high  tax — in  which  cases  the 
tax  has  often  been  substantially  reduced  by  granting  him  "constructive  in- 
vested capital"  under  sec.  210  of  the  law  and  the  regulations  adopted  to  carry 
that  section  into  effect. 


I 


Interpretation  and  Procedure  29 

eluding  professional  earnings  was  a  mistaken  one.  The  many 
cases  of  doctors  and  lawyers  who  remained  at  home  and  increased 
their  incomes  above  pre-war  levels  partly  because  of  the  absence 
of  their  colleagues  aroused  some  indignation.*  There  were  others 
wlio  felt  that  the  exemption  of  husbandry,  which  was  based  purely 
on  administrative  grounds,^  was  unjustifiable,  particularly  in  view 
of  the  comparatively  large  profits  of  this  class  during  the  war 
and  their  presumably  favorable  position  under  the  income  tax." 
The  inclusion  of  the  cooperative  societies  within  tlie  application 
of  the  r)ut3',  when  they  were  exempted  from  income  tax,  caused 
some  complaint  and  furnished  the  basis  for  a  plan  for  their  spe- 
cial treatment.^  On  the  whole,  however,  the  manner  in  which  the 
application  of  the  act  was  delimited  must  be  said  to  have  met 
general  approval.^ 

Excess  Mineral  Rights. — Special  provisions  of  the  statute 
govern  its  application  to  certain  increases  in  payments  received 
for  the  right  to  work  minerals.  This  Excess  Mineral  Rights 
Duty,  as  it  is  called,  is  very  much  restricted  in  its  application. 
It  is  levied  only  "where  the  amount  payable  to  any  person  as 
rent  in  respect  of  the  right  to  work  minerals  or  of  any  mineral 
wayleaves  (in  cases  where  the  right  to  work  the  minerals  and 
the  mineral  wayleaves  are  not  part  of  the  assets  of  any  trade  or 
business)''  varies  according  to  the  price  of  the  minerals,  and  the 
amount  so  payable  in  respect  of  any  working  year  ending  on  any 
date  after  the  commencement  of  the  present  war  .  .  .  exceeds 
the  pre-war  standard  of  that  rent.'""  The  rate  is  the  same  as 
the  Excess  Profits  Duty  proper. ^^     The  pre-war  standard  is  "the 

4  Debates,  93:'4.14;  105:770.  Deputation  from  the  Executive  Council  of  the 
Association  of  Chambers  of  Commerce  of  the  United  Kingdom  to  the  Chan- 
cellor of  the  Exchequer,  April  3,  1918,  p.  18. 

5  An  official  of  the  Inland  Revenue  stated  bluntly  that  the  Duty  from  the 
farmers  would  not  have  been  worth  the  labor  necessary  to  gather  it. 

6C/.  Debates,  93:388;  105:770. 

T  Ibid.,  93:421.  Cf.  infra,  p.  30.  Cf.  Deputation  from  the  Association 
of  Chambers  of  Commerce  of  the  United  Kingdom,  April  24,  1917,  p.  11. 

8  Bankrupt  concerns  were  specifically  exempted  in  1916  (Finance  Act,  sec. 
56)   so  long  as  carried  on  under  the  court. 

9  This  phrase  refers  only  to  the  assets  of  the  trade  or  business  of  the  person 
receiving  the  rent  for  the  right  to  work  the  minerals.  Finance  Act,  1916, 
sec.  46   (2). 

10  Finance  (Xo.  2)  Act,  1915,  sec.  43   (1). 

ii76ic7.;  Finance  Act,  1916,  sec.  46;  Ibid.,  1917,  sec.  21;  Ibid.,  1919,  sec.  33; 
Finance  Bill,  1920. 
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average  of  any  two  of  the  three  last  pre-war  rent  values,  to  be 
selected  by  the  taxpayer."^"  For  further  details  the  reader  is 
referred  to   the  statute  itself/^ 

Controlled  Establishments. — As  has  been  shown/*  certain  con- 
cerns were  subjected  to  a  law  imposing  a  Munitions  Levy  even 
before  the  Excess  Profits  Duty  was  established.  The  original 
excess  profits  statute  of  1915  was  couched  in  general  inclusive 
terms  which  brought  within  its  scope  all  establishments  described 
irrespective  of  whether  they  were  "controlled"  or  not.  The  ad- 
justment was  left  until  1916,  the  Finance  Act  of  that  year  speci- 
fying that  sums  actually  paid  under  the  Munitions  Levy  "which 
appear  to  the  Commissioners  to  be  attributable  to  the  same  period 
and  subject  matter  as  that  for  which  Excess  Profits  Duty  is  to  be 
paid"  might  be  accepted  as  payment  of  the  profits  tax.^^  Excess 
Profits  Duty  payments,  on  the  other  hand,  could  be  used  to  can- 
cel IMunition  Levy  payments.  Consequently  the  charge  which 
applied  against  the  business  was  either  the  Munitions  Levy  or 
the  Excess  Profits  Duty,  whichever  was  higher.  Later  the  Mu- 
nitions Levy  was  abandoned  and  the  concerns  brought  under  the 
Excess  Profits  Duty.  The  Commissioners  of  Inland  Revenue  were 
given  the  administrative  task  of  winding  up  the  old  assessments.^^ 

Trading  Ventures  of  Local  Authorities. — The  British  apply 
the  Excess  Profits  Duty  to  the  results  of  any  industrial  or  trad- 
ing ventures  undertaken  by  local  governmental  authorities.  Each 
venture  is  separately  assessed  and  each  has  its  own  standard,  but 
there  is  a  saving  provision  to  the  effect  that  if  the  net  result  of 
all  of  the  ventures  is  such  that  there  is  a  burden  upon  the  local 
tax  rates  with  respect  to  them,  even  for  sinking-fund  purposes, 
no  Duty  shall  be  charged.^^ 

Cooperative  Societies. — Although  exempt  from  income  tax  (on 
the  theory  that  the  members  have  incomes  too  small  to  be  subject 
to  tax  so  that  anything  collected  under  Schedule  D  would  have  to 
be  repaid),  cooperative  societies  were  nevertheless  subjected  to 
the  Excess  Profits  Duty  on  the  theory  that  it  is  a  charge  upon 

12  Finance  (No.  2)  Act,  1915,  sec.  43  (2). 

^^  Infra,  Appendix  A,  II. 

14  Cf.  supra,  p.  5  et  seq. 

15  Finance  Act,  1916,  sec.  48.  Cf.  Mr.  McKenna's  exposition.  Debates, 
81:1052. 

16  Cf.  supra,  p.  7. 

17  Finance   (No.  2)   Act,  1915,  Fourth  Schedule,  Part  I,  rule  9. 
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the  profits  of  the  enterprise  as  such,  rather  than  upon  tlie  re- 
sources of  the  individual  members.^*  In  recognition  of  the  pecu- 
liarities of  these  societies,  however,  special  methods  of  calculating 
the  Duty  were  provided.^" 

Agents  of  Foreign  Businesses. — The  knotty  problem  of  how 
to  arrive  at  the  profits  of  a  selling  agency  of  a  foreign  business 
concern  is  attacked  in  a  section  of  tiie  Finance  Act  of  1918."° 
As  drawn,  it  is,  strictly  speaking,  an  income  tax  provision,  but  it 
is  one  which  applies  to  the  calculation  of  profits  for  the  purposes 
of  the  Excess  Profits  Duty  as  well.  The  statute  provides  that 
"where  a  non-resident  person  is  chargeable  to  income  tax  in  the 
name  of  any  branch,  manager,  agent,  factor,  or  receiver,  in  re- 
spect of  any  profits  or  gains  arising  from  the  sale  of  goods  or 
produce  manufactured  or  produced  outside  of  the  United  King- 
dom by  the  non-resident  person,  the  person  in  whose  name  the 
non-resident  person  is  so  chargeable,  may  .  .  .  apply  ...  to 
have  the  assessment  .  .  .  made  or  amended  on  the  basis  of  the 
profits  which  might  reasonably  be  expected  to  have  been  earned 
by  a  merchant  or,  where  the  goods  are  retailed  by  or  on  behalf 
of  the  manufacturer  or  producer,  by  a  retailer  of  the  goods  sold 
who  had  bought  from  the  manufacturer  or  producer  direct,  and, 
upon  proof  ...  of  the  amount  of  the  profits  on  the  basis  afore- 
said, the  assessment  shall  be  made  or  amended  accordingly." 

For  example,  an  American  corporation  manufacturing  in  the 
United  States  but  selling  all  its  product  in  England,  is  taxed  in 
England  on  the  selling  profit  only.  Under  our  law  a  British  Cor- 
poration manufacturing  in  England  and  selling  all  its  product 
here  would  be  taxed  on  all  its  profit  both  from  the  manufacturing 
and  the  selling  activities,  apparently  on  the  theory  that  the  en- 
tire net  income  of  the  corporation  is  from  "sources  within  the 
United  States."'^ 

IS  Objection  to  the  taxation  of  tliese  societies  was  made  in  tlie  House  of 
Commons  bj'  Mr.  Clynes,  who  insisted  that  it  amounted  to  a  tax  on  workmen. 
Debates,  93:421. 

19  For  details,  cf.  Finance  (Xo.  2)  Act,  1915,  Fourth  Schedule,  Part  I, 
rule  10,  infra.  Appendix  A,  II;  Finance  Act,  1917,  sec.  26  (8),  infra.  Appen- 
dix A,  IV. 

20  Sec.  25. 

21  The  statute  taxes  foreign  corporations  on  "income  from  sources  within 
the  United  States  .  .  .  including  all  amounts  received  (although  paid  under 
a  contract  for  the  sale  of  goods  or  otherwise)  representing  profits  on  the 
manufacture  and  disposition  of  goods  within  the  United  States."  Revenue 
Act  of  1918,  sec.  233. 
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Colonial  Double  Taxation. — Serious  difficulties  early  developed 
in  cases  where  the  same  income  was  chargeable  to  the  excess 
profits  tax  of  some  other  country  as  well  as  to  the  British  Duty. 
An  arrangement  was  entered  into  with  New  Zealand  under  which 
only  the  liigher  of  the  two  taxes  was  imposed  and  the  proceeds 
allocated  between  the  governments.""  In  the  Finance  Act  of  1917 
this  procedure  was  made  available,  through  an  Order  in  Council, 
to  "all  His  Majesty's  possessions.""^ 

The  extent  to  which  residents  of  Great  Britain  shall  be  relieved 
of  British  taxes  on  both  income  and  profits  because  of  taxes 
paid  in  other  jurisdictions,  either  foreign  countries  or  dominions 
of  the  British  Empire,  is  a  question  which  has  recently  aroused 
much  public  discussion  in  England.  The  Association  of  Chambers 
of  Commerce  of  the  United  Kingdom  adopted  a  resolution  in 
1919'*  which  urged  that  reciprocal  arrangements  be  made  with 
both  the  Dominions  and  the  Allies.  The  text  of  the  resolution 
read  as  follows :  "That  the  present  system  of  duplicate  pay- 
ment of  taxes  on  profit  of  businesses  and  on  incomes  of  individu- 
als levied  by  this  country,  our  Dominions  and  our  Allies  is  unjust 
and  that  His  Majesty's  Government  be  urged  to  make  arrange- 
ments with  the  Governments  of  our  Dominions  and  Allies  to  avoid 
the  duplicate  payment  of  such  taxes." 

Thus  far,  however,  the  British  Government  has  not  been  will- 
ing to  go  beyond  the  arrangement  described  above  which  is  limited 
to  "His  Majesty's  possessions."  Profits  taxes  paid  elsewhere  are 
deductible,  it  is  true,  in  arriving  at  taxable  profits^^  but  the 
amount  of  such  taxes  is  not  set  off  against  the  amount  of  the 
Duty  payable  in  England.  Our  practice  which  virtually  pennits 
an  American  taxpayer  to  present  a  foreign  tax  receipt  in  pay- 
ment of  his  domestic  tax  obligation  is  considered  unduly  liberal  in 
Great  Britain. 

The  general  philosophy  lying  back  of  the  British  practice  on 
this  point  is  plainly  stated  in  the  Report"*'  of  the  Royal  Commis- 

22  Debates,  93:435, 

23  Finance  Act,  1917,  sec.  23.  This  phrase  was  later  defined  to  include  all 
territory  under  His  Majesty's  protection.  Finance  Act,  1917,  sec.  34.  The 
relief  was  not  to  be  less  than  that  afforded  under  other  sections  of  the  Act. 

24  Annual  Meeting,  April  15-16,  1919,  p.  159.  Cf.,  also.  Deputation  from  this 
Association  to  the  Chancellor  of  the  Exchequer,  June  15,  1917,  pp.  66-7. 

25  Cf.  infra,  pp.  44-45. 

26  Crad.  615,  p.  18  et  seq. 
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sion  on  the  Income  Tux,  just  publislietl.  It  is  tlji-  coneeption 
of  the  British  Empire  as  an  economic  entity  within  which  capitjil 
should  flow  freely  from  point  to  point  and  from  wliicli  capital 
should  not  venture  forth  except  when  offered  a  return  after  for- 
eign taxes  have  been  paid  at  least  equal  to  that  which  miglit  have 
been  earned  had  the  capital  been  used  within  the  Empire. 

The  theory  of  our  law  is  that  an  American  company  with  a 
foreign  branch  should  not  pay  more  in  total  taxes  than  a  precise- 
ly similar  American  company  without  a  foreign  branch.  Conse- 
quently we  say,  in  effect,  "Pay  whatever  profits  taxes  the  foreign 
country  demands  and  we  shall  accept  your  receipts  in  payment  of 
your  home  tax  liability  calculated  on  the  basis  of  your  total  busi- 
ness, both  home  and  foreign."  Such  a  course  appears  to  the 
British  to  leave  too  much  to  the  voluntary  action  of  the  foreign 
country  and  really  amounts  to  a  subsidy  for  foreign  trade  at  the 
expense  of  the  home  concerns.  For,  says  the  Income  Tax  Com- 
mission, the  argument  "that  one  British  resident  had  contributed 
to  the  revenue  of  a  foreign  state  while  the  other  had  not  done 
so  .  .  .  would  certainly  not  carry  conviction  to  the  ordinary 
taxpayer  who  would  be  called  upon  to  make  good  the  tax  lost  by 
any  relief  granted,  unless  the  arrangement  were  based  on  a  prin- 
ciple of  reciprocity  or  national  policy.""^  Such  a  principle  is 
not  present  they  feel  except  in  the  case  of  British  Dominions. 

The  Initial  Exemption. — The  British  Duty  as  passed  in  1915 
applied  to  profits  which  exceeded  the  pre-war  standard  by  more 
than  £200.^*  The  1917  American  law  applied  to  profits  in  excess 
of  $3000  in  the  case  of  all  domestic  corporations,  and  to  profits 
in  excess  of  $6000  in  the  case  of  all  resident  individuals  and  do- 
mestic partnerships.  If  the  net  incomes  exceeded  these  amounts, 
the  excess,  over  the  standard,  was  taxed  no  matter  how  small. 
The  1918  American  law  specifically  exempted  all  corporations^" 
with  less  than  $3000  net  income  and  included  $3000  as  a  part  of 
both  the  invested  capital  and  profits  standards,  with  the  result  that 
no  American  corporation  with  a  net  income  of  less  than  $3000  is 
subject  to  the  tax.  This  makes  the  American  initial  exemption 
distinctly  more  liberal  than  the  British  exemption  of  1915.     Hovv- 

27Cmd.  615,  p.  18. 

28  Finance  (No.  2)   Act,  1915,  sec.  38. 

29  Individuals  and  partnerships  were  no  longer  taxed. 
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eA^er,  when,  in  1917,  the  British  raised  their  rate  to  80  per  cent 
they  inserted  a  clever  but  complicated  provision  affecting  the 
exemption  which  brought  substantial  relief  to  the  small  profitable 
enterprise  with  a  low  pre-war  standard.^"  The  text  of  the  section 
is  given  in  full  on  page  000,  to  which  the  reader  is  referred  for 
the  precise  details  and  limits,  but  the  operation  of  the  section 
may  be  illustrated  by  the  two  following  examples — 

Case  One — Pre-war  standard  £400 ;  profits,  £1000 ;  initial  ex- 
emption equals  £200  (the  usual  allowance)  plus  one-fifth  of 
£1000  (the  amount  by  which  the  profits  of  £1000  are  less  than 
£2000)   or  £400  in  all. 

Case  Two — Pre-war  standard  £600  (in  excess  of  £500)  ;  profits 
£1000;  initial  exemption  equals  £200  (the  usual  allowance)  plus 
one-fifth  of  £1000  (the  amount  by  which  the  profits  of  £1000  are 
less  than  £2000)  minus  £100  (the  amount  by  which  the  pre-war 
standard  of  £600  exceeds  £500)  or  £300  in  all. 

Since  the  additional  initial  exemption  is  strictly  limited  to  con- 
cerns with  profits  of  less  than  £2000  and  since  the  exemption  is 
shaded  off  sharply  whenever  the  pre-war  standard  exceeds  £500, 
the  relief,  while  very  material  in  the  small  cases,  automatically 
shuts  down  as  the  cases  become  large.  The  maximum  relief  which 
can  be  secured  under  this  provision  is  £500,  which  would  accrue 
to  the  enterprise  with  earnings  of  £500  and  a  pre-war  standard 
not  in  excess  of  this  amount.  This  sum  is  slightly  less  than  the 
American  exemption  of  $3000. 

One  of  the  proposals  which  will  apparently  be  adopted  with 
the  increase  in  rate  from  40  to  60  per  cent  in  1920  is  to  raise  the 
figure  for  concerns  subject  to  this  relief  from  £2000  to  £4000. 

Rates  and  Dates  of  Application. — The  1915  act  imposed  a 
tax  of  50  per  cent  upon  profits  arising  during  accounting  periods 
which  ended  after  August  4,  1914^^  and  before  July  1,  1915. 
The  first  date  coincides  with  the  beginning  of  the  war.  The 
second  date  was  made  to  precede  the  application  of  the  Munitions 
Levy^^  in  order  to  create  the  opportunity  at  that  date  of  dove- 
tailing one  act  into  the  other  in  the  ensuing  year.^^     This  dove- 

30  Finance  Act,  1917,  sec.  26   (4).     Cf.  our  1918  law,  sec.  303. 

31  The  date  suggested  at  the  time  of  the  introduction  of  the  measure  was 
September  1,  1914.     Debates,  74:351. 

32  Cf.  supra,  p.  6. 

33  Ibid.,  352.  For  the  application  of  the  Excess  Profits  Duty  to  Controlled 
Establishments,  cf.  supra,  p.  30. 
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tailing  operation  was  accomplished  by  provisions  inchuled  in  I  he 
Finance  Act  of  1916,^*  and  the  two  taxes  were  finally  merged  in 
1917.^'^  These  1916  amendments  extended  the  application  of  the 
act  from  July  1,  1915  to  August  1,  1917,  making  the  increased 
rate  of  60  per  ccnt^"  apply  to  profits  "arising  in  any  accounting 
period  beginning  after  the  expiration  of  a  year  from  the  com- 
mencement of  the  first  accounting  period,"'^  to  which  the  duty  was 
applicable.  For  example,  a  concern  which  was  taxed  50  per  cent 
of  its  excess  profits  for  its  fiscal  j^ear  ending  August  30,  1914, 
was  now  subjected  to  a  60  per  cent  rate  for  its  year  ending  on 
the  same  date  in  1915,  whereas  a  concern  with  a  fiscal  year  end- 
ing on  July  30,  1915,  was  taxed  50  per  cent,  the  60  per  cent  rate 
not  applying  until  the  end  of  the  next  fiscal  year,  July  30,  1916. 

The  British  practice  on  this  point  during  the  early  part  of  the 
imposition  of  the  tax  was  in  contrast  with  our  own,  which,  with 
slight  exceptions,  insists  that  all  profits  arising  in  a  given  year 
shall  be  subject  to  the  same  rate  irrespective  of  the  date  of  the 
closing  of  accounting  periods.  In  1917  the  British  changed  their 
practice  sharply.  In  that  year,  when  the  application  of  the  act 
w^as  extended  to  accounting  periods  ending  before  August  1, 
1918,  the  rate  was  pushed  to  the  maximum  point  reached,  80 
per  cent,  and  the  Government  was  asked  that  the  increase  not  be 
retrospective.^®  Announcement  had  been  made  during  the  last 
days  of  1916  that  the  rate  would  be  increased,^^  and  January  1, 
1917,  was  seized  upon  as  the  specific  date  from  Avhich  the  new 
rates  were  to  be  effective.  Profits  arising  in  accounting  periods 
which  began  before  this  date  and  extended  over  it  were  to  be  ap- 
portioned and  the  higher  rate  applied  to  the  part  falling  to 
1917.*°  From  this  time  forward  the  rates  applied  uniformly  to 
all  profits  arising  between  given  dates. 

This  ended  the  anomalous  situation  in  which  two  concerns 
otherwise  similar  paid  different  taxes  because  of  different  opening 
or  closing  dates  in  their  accounting  periods.  However,  it  did 
nothing  to   correct   the  injustice  which  had  been   done  to   those 

34  Sec.  45.    Cf.  supra,  p.  7. 

35  Finance  Act,  1917,  sec.  24. 

36  Cf.  infra,  p.  37. 

37  Sec.  45   (1).     Cf.  Mr.  McKenna's  explanation.     Debates,  81:1052. 
zslbid.,  93:382. 

39  Ibid.,  93:383. 

40  Finance  Act,  1917,  sec.  20. 
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concerns  which  had  been  subjected  to  the  tax  many  months  earlier 
than  other  concerns  because  they  happened  to  have  accounting 
periods  ending  on  dates  faUing  sooner  after  August  4,  1914.  The 
imposition  of  the  tax  on  all  accounting  periods  ending  after  that 
date  had  made  the  tax  heavily  retroactive.*^  The  question  is  of 
considerable  importance  because,  according  to  an  estimate  of  the 
Inland  Revenue  authorities,  not  more  than  fifty  per  cent  of  the 
businesses  in  Great  Britain  end  their  accounting  periods  with  the 
calendar  year.  It  has  been  the  intention  so  to  adjust  the  tax  at 
the  end  of  the  period  of  its  imposition  that  no  injustice  will  be 
done,  but  how  the  problem  is  to  be  solved  in  case  the  tax  is  con- 
tinued indefinitely*^  is  not  clear.  The  American  practice,  al- 
though it  has  involved  some  complications  and  annoyances,  has 
left  no  such  heritage  of  difficulty  for  those  whose  duty  it  will  be 
to  wind  up  the  tax. 

The  Finance  Act  of  1918  continued  the  Duty  to  August  1, 
1919  at  the  80  per  cent  rate*^  but  before  the  passage  of  the  Fi- 
nance Act  of  1919  the  end  of  the  war  had  come  and  the  rate  was 
reduced  to  40  per  cent  on  all  profits  arising  after  January  1, 
1919.**  The  Duty  was  to  apply  at  this  rate  to  all  accounting 
periods  ending  before  August  5,  1920,*''  this  date  being  chosen  in 
order  to  make  easier  the  termination  of  the  tax  at  the  end  of  the 
year.  It  will  be  recalled  that  it  was  originally  imposed  upon  all 
accounting  periods  tenninating  after  August  4,  1914. 

The  budget  proposals  of  1920  will  make  the  rate  60  per  cent 
for  profits  arising  in  1920  and  40  per  cent  thereafter. 

The  rates  and  dates  of  application  are  summarized  in  the  fol- 
lowing statement : 

41  The  tax  was  considered  a  temporary  one  and  the  general  theory  back  of 
it  was  that  it  should  apply  to  heavy  profits  realized  and  made  available  during 
the  war  rather  than  to  profits  specifically  caused  by  the  war.  Amendments 
were  proposed  while  the  original  bill  was  under  consideration  which  aimed  to 
eliminate  this  retrospective  feature  but  they  were  defeated. 

42  Cf.  infra,  p.  161  et  seq. 

43  Sec.  34. 

44  Sec.  2. 

45  Sec.  1. 
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Summary  of  Kates  of  Excess  Profits  Duty 

In   case   of   businesses   existing  In   the  case  of  businesses  com- 

on  August  4,  lOlJf  menccd  after  August  Jf.,  lOlJf. 

For    first    twelve    months  For  any  accounting  pcr- 

of  the  taxable  period^"  50^  iod  ending  on  or  before 

Aug.    4,    1915'' 50% 

From  the  end  of  the  first  For  the  subsequent  period 

twelve  months   to   Dec.  ending  Dec.  31,  1916.    60% 

31,    1916 60% 


From  Jan.  1,  1917  to  Dec.  31,  1918 80% 


48 


From  Jan.  1,  1919  to  Dec.  31,  1919 40% 

From  Jan.  1,  1920  to  Dec.  31,  1920 60%*^ 

From  Jan.  1,  1921  to  Dec.  31,  1921 40%'" 

The  Accounting  Period. — As  has  been  noted,  the  accounting 
period  has  assumed  a  larger  significance  in  British  procedure  than 
in  American  because  of  the  fact  that  the  British  at  first  imposed 
their  tax  upon  the  basis  of  the  accounting  periods  ending  after 
a  given  date  instead  of  upon  the  profits  arising  after  a  given 
date.^°  Their  general  practice  with  regard  to  the  recognition  of 
accounting  periods  also  differs  in  certain  respects  from  our  own. 
Whereas  in  this  country  the  accounting  period  must  be  a  period 
of  twelve  months  except  in  the  unusual  cases  of  businesses  just 
beginning  or  closing  operations  or  of  changes  in  fiscal  years,  the 
British  practice  is  to  recognize  any  period  for  which  the  accounts 
have  been  made  up,^^  even  though  it  be  less  than  a  year,  and  con- 
sequently the  Duty  is   calculated   and  paid  on  periods   often   as 

46  The  first  twelve  months  of  the  taxable  period  of  a  taxpayer  began  with 
the  beginning  of  the  first  accounting  period  which  closed  after  Aug.  4,  1914. 
Such  accounting  period  may  have  been  any  length  of  time  from  one  month, 
or  less,  to  one  year,  or  more. 

47  The  first  rate  to  be  applied  to  a  new  business  commencing  after  Aug. 
4,  1915,  was  60  per  cent  unless  the  accounting  period  of  the  taxpayer  was 
shorter  than  twelve  months. 

48  Dec.  31,  1916  marks  the  first  point  of  time  from  which  the  same  rate  of 
tax  applied  to  all  taxpayers  regardless  of  the  ending  of  their  accounting 
periods.  In  the  case  of  accounting  periods  beginning  before  and  ending  after 
this  date,  the  net  income  was  apportioned  on  a  time  basis  and  the  60  per  cent 
and  80  per  cent  rates  applied  to  the  respective  amounts  allocated  to  the 
period  before  and  the  period  after  such  date. 

49  Rates  proposed  by  the  Chancellor  of  the  Exchequer  in  1920. 

50  Cf.  supra,  p.  34  et  seq. 

51  Finance  (No.  2)  Act,  1915,  sec.  38  (2). 
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short  as  three  months.  Where  the  accounts  have  not  been  made 
up  for  any  definite  period,  or  for  the  usual  period  or  for  more 
than  twelve  months,  the  Commissioners  of  Inland  Revenue  are  em- 
powered to  establish  the  period  Avhich  must  be  not  less  than  six 
or  more  than  twelve  months.  They  have  power,  moreover,  to 
take  any  period  for  wliich  accounts  have  been  "actually  made  up 
for  any  interim  or  other  purpose"  notwithstanding  the  fact  that 
the  articles  of  the  firm  require  the  accounts  to  be  made  up  for 
some  other  period  or  the  fact  that  the  accounts  are  not  issued.^^ 
In  some  cases  assessments  are  regularly  made  on  the  basis  of  ac- 
counting periods  of  three  months. 

The  general  conception  of  the  accounting  period  under  British 
Excess  Profits  Duty  procedure  is  one  which  draws  a  much  less 
definite  line  between  the  successive  periods  than  ours  in  this  coun- 
try. The  results  of  the  trading  in  one  period  are  permitted  to 
exert  a  much  greater  influence  upon  the  preceding  and  succeeding 
periods  than  they  do  here.  Indeed  there  is  a  marked  disposition, 
evident  particularly  in  the  provision  for  losses,  to  view  the  entire 
period  of  the  war  as  a  whole  and  to  provide  adjustments  which 
will  take  into  account  the  final  position  of  the  trader  after  passing 
through  the  complete  cycle.^^ 

Deteemination  of  Pkofits 

In  determining  what  profits  shall  be  subject  to  the  Duty,  the 
British  statute  utilizes  the  data  collected  for  income  tax  purposes. 
HoweA^er,  as  has  been  already  pointed  out,  various  modifications 
are  necessary  to  fit  this  figure  to  the  needs  of  the  Duty.  The 
general  effect  of  these  modifications  is  to  allocate  to  each  account- 
ing period  the  true  profits  of  a  trading  concern.  Most  of  the 
modifications  consist  of  deductions,  such  as  that  eliminating  the 
income  from  investments.  A  few,  however,  increase  the  tax  base 
as  it  stands  for  income  tax  purposes  such  as  that  subjecting 
profits  from  the  sale  of  trading  assets  even  when  sold  outside  the 
ordinary  course  of  trade.  Others  require  a  more  careful  alloca- 
tion to  particular  years  of  items  which  for  income  tax  may  be 
taken  in  other  periods. 

A  full  treatment  of  the  problem  for  determining  taxable  profits 
would  involve  a  complete  study  of  the  British  income  tax  pro- 
cedure.   All  that  is  here  attempted  is  a  consideration  of  the  par- 

52  Finance  Act,  1916,  sec.  51. 
63  Cf.  infra,  p.  45  et  seq. 
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ticular  problems  (lircctly  occasioned  by  llie  iiiiposllion  of  the  lv\- 
ccss  Profits  Duty. 

General  Income-Tax  Principles  Applied. — The  Act  declares 
that  "The  profits  arising  from  any  trade  or  business  .  .  .  shall 
be  separately  determined  .  .  .,  but  shall  be  so  determined  on  the 
same  principles  as  the  profits  and  gains  of  the  trade  or  business 
are  or  would  be  determined  for  the  purpose  of  the  income  tax, 
subject  to  the  modifications  set  out  in  .  .   .   this  Act,"'* 

Without  the  prescription  that  profits  must  be  "separately  de- 
termined," the  Commissioners  would  not  have  been  able  to  make  the 
adjustments  in  the  income  of  both  the  current  accounting  periods 
and  the  pre-war  years  which  are  often  necessary  to  achieve  jus- 
tice, for  greater  precision  in  the  distribution  of  such  items  as  re- 
newals and  losses  is  needed  for  the  Duty  than  is  considered  neces- 
sary for  income  tax  purposes. 

Actual  Profits — not  Average  Profits  Utilized. — In  the  admin- 
istration of  certain  portions  of  the  income  tax,  especially  under 
Schedule  D  which  includes  business  profits,  the  British  made  ex- 
tensive use  of  the  device  of  averaging  the  assessments  of  several 
previous  years  to  arrive  at  the  assessment  for  the  given  year.  The 
Excess  Profits  Duty  utilizes  no  such  device.  It  is  levied  upon 
"actual  profits  arising  in  the  accounting  period."  The  Act  spe- 
cifically states,  moreover,  that  "the  principle  of  computing  profits 
by  reference  to  any  other  year  or  an  average  of  years  shall  not 
be  followed."'' 

The  harshness  which  sometimes  results  in  this  country  in  the 
absence  of  some  such  arrangement  as  the  averaging  device  is  suffi- 
ciently avoided  in  the  British  Duty  by  a  variety  of  adjustments, 
such  as  rebates  for  years  of  depression,  exemption  of  apprecia- 
tions of  asset  values,  etc.'^ 

Artificial  Transactions  to  Reduce  Profits  Forbidden. — The 
following  general  authority  is  given  to  the  commissioners  of  In- 
land Revenue  to  refuse  to  sanction  deductions  which  appear  to 
have  been  "rigged" : 

"...  no  deduction  shall  be  allowed  in  respect  of  any  transac- 
tion or  operation  of  any  nature,  where  it  appears,  or  to  the  extent 
to  which  it  appears,  that  the  transaction  or  operation  has  arti- 

54  Finance    (No.  2)    Act,  1915,  sec.  40   (1). 

55  Ibid.,  Fourth  Schedule,  Part  I,  rule  1. 

56  Cf.  infra,  pp.  45-48,  69-73. 
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ficially  reduced  the  amount  to  be  taken   as   the   amount   of  the 
profits  of  the  trade  or  business  for  the  purposes  of  this  Act."^^ 

Consolidated  Returns. — Our  1917  law  contained  a  vague  state- 
ment^* upon  which  the  Treasury  apparently  relied  in  establishing 
regulations  calling  for  consolidated  returns  in  cases  where  they 
were  needed  to  secure  substantial  justice.  Our  1918  Revenue  Act 
specifically  demands  consolidated  returns  whenever  one  corpo- 
ration owns  "substantially  all  of  the  stock"  of  another  or  if 
"substantially  all  of  the  stock  of  two  or  more  corporations"  is 
owned  by  "the  same  interests."^^ 

The  British  practice  is  somewhat  more  narrow.  In  the  origi- 
nal statute  combined  treatment  under  the  Excess  Profits  Duty 
was  prescribed  whenever  any  company  "owns  the  whole  of  the 
ordinary  capital  of  any  other  company"  or  "so  much  of  that 
capital  as  under  the  general  law  a  single  shareholder  can  legally 
own."*^"  The  object  of  this  section  was  primarily  one  of  relief. 
Without  it,  losses  or  diminished  profits  of  one  of  a  group  of  con- 
cerns might  not  be  available  for  the  reduction  of  the  liability  of 
the  entire  group. 

Apportionnent  of  Income  from  Long-Term  Contracts. — Our 
Treasury  regulations  permit*'^  income  from  long-term  contracts 
to  be  tax  when  actually  received  or  to  be  apportioned  over  the  life 
of  the  contract  in  proportion  to  the  percentage  of  completion, 
which,  in  turn,  is  interpreted  to  mean  in  proportion  to  the  ex- 
penditure of  money  for  expenses  in  connection  with  the  undertak- 
ing. The  British  statute  prescribes  that  in  such  cases  the  usual 
procedure  shall  be  to  attribute  to  each  accounting  period  such 
proportion  of  the  profits  "as  shall  be  properly  attributable  to 
such  accounting  periods  respectively,  having  regard  to  the  ex- 
tent to  which  the  contract  was  performed  in  such  periods. "^^  In 
appl3ang  this  rule  the  officials  have  taken  care  to  insist  that,  if 
the  apportionment  plan  is  adopted  for  the  current  accounting 
period,  it  is  adopted  also  for  the  pre-war  period. 

57  Finance    (No.   2)    Act,   1915,   Fourth   Schedule,   Part   I,   Rule  5. 

58  Sec.  201. 

59  Sec.  240. 

60  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  6.  This  sec- 
tion was  not  to  apply  in  the  case  of  certain  shipping  transactions.  Cf.  Fi- 
nance Act,  1916,  sec.  47   (e),  infra,  Appendix  A,  III. 

61  Regulations  45,  Art.  36. 

62  Finance   (No.  2)   Act,  1915,  Fourth  Schedule,  Part  I,  rule  11. 
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The  British  plan  of  allocution  is  more  liberal  than  ours  untlcr 
which  the  income  is  distributed  in  proportion  to  the  expenses  in- 
curred in  each  3'ear.  Our  method  has  arbitrarily  allocated  profits 
on  long-term  contracts  to  the  years  in  which  our  tax  rates  were 
highest,  since  the  cost  of  labor  and  material  were  extremely  high 
in  the  same  years. 

Mod'ffications  Due  to  CoUcction-at-Source. — The  major  portion 
of  the  British  income  tax  is  collected  at  the  source.  Under  this 
system  business  concerns  are  refused  permission  to  subtract  from 
their  taxable  income  certain  items  such  as  interest,  rent,  etc., 
Avhich  would  otherwise  be  allowable  deductions,  the  income  tax 
rate  being  applied  to  these  items  before  they  are  passed  on  to 
the  recipients.  On  the  other  hand  they  do  not  have  to  include 
for  income  tax  purposes  profits  or  gains  arising  from  the  use  of 
real  estate  in  the  business  because  such  profits  are  cared  for  by 
a  special  schedule  of  the  income  tax.  For  purpose  of  the  excess 
profits  duty,  however,  the  actual  expenses  are  deductible  and 
actual  income  must  be  included.  Hence,  the  statute  provided 
that  "the  principle  of  the  Income  Tax  Acts  under  which  deduc- 
tions are  not  allowed  for  interest  on  money  borrowed  for  the  pur- 
pose of  the  trade  or  business,  or  for  rent,  or  royalties,  or  for 
other  payments,  income  tax  on  which  is  collected  at  the  source 
(not  being  pa^'mcnts  of  dividends  or  payments  for  the  distribution 
of  profits),  and  under  which  profits  or  gains  arising  from  lands, 
tenements,  or  hereditaments  forming  part  of  the  assets  of  the 
trade  or  business  are  excluded  shall  not  be  followed.""^ 

The  necessity  for  such  adjustments  does  not  exist  under  the 
American  law. 

Deduction  of  Income  from  Investments. — The  British  tax  is 
more  strictly  a  trading  profits  tax  than  ours.  In  this  country  in- 
come from  investments  is  or  is  not  subject  to  the  excess  profits 
tax  depending  upon  whether  the  recipient  of  such  income  is  sub- 
ject to  the  tax.  If  the  recipient  is  a  corporation,  it  is  taxable; 
if  not,  it  is  not  taxable,  except  that  dividends  received  by  one  cor- 
poration from  another  taxable  corporation,  are,  under  our  law 
entirely  excluded  for  purposes  of  both  income  and  profits  taxes. 
In  Great  Britain  income  from  investments  is  not  subject  to  the 
Excess   Profits  Duty   even  when   received  by   a  business   concern 

63  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  2.  Cf.,  also, 
Finance  Act,  1918,  sec.  2-1  (4),  infra,  Appendix  A,  V. 
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wliich  is  subject  to  the  Duty  with  this  single  exception,  that  it 
is  taken  into  account  in  the  case  of  life  insurance  companies®*  and 
concei-ns  where  "the  principal  business  consists  of  the  making 
of  investments,'"^^  But  taking  this  into  account  does  not  neces- 
sarily mean  that  the  income  from  the  investments  is  taxed,  for 
under  the  British  income  tax  laws  a  life  insurance  company  is 
subject  to  taxation  either  on  the  interest  on  its  investments  (less 
the  expenses  of  management,  including  commissions)  or  on  the 
amount  of  its  profits  (including  amounts  alloted  to  policy  holders). 
The  scope  of  this  exception  is  consequently  very  narrow.  As  a 
matter  of  fact,  moreover,  life  insurance  companies  have  not  made 
profits  high  enough  thus  far  to  render  them  liable  to  the  Duty. 

Banks  are  not  included  within  the  stated  exception.  When 
firms  which  are  included  within  this  class  receive  dividends  from 
other  concerns  which  have  already  been  subjected  to  Excess 
Profits  Duty,  an  adjustment  is  provided  for  in  the  following  gen- 
eral terms:  "Such  deduction  or  addition  shall  be  made  in  com- 
puting the  profits  as  will  make  proper  allowance  for  that  pay- 
ment.  .   .  .'"''' 

Modifications  Due  to  Variations  in  Capital  Values. — The  ex- 
treme lengths  to  which  the  British  were  willing  to  go  to  prevent 
the  burden  from  bearing  too  heavily  is  illustrated  by  the  section 
which  specified  that,  in  cases  of  concerns  which  fall  within  the 
class  described  above  whose  income  from  investments  is  subject 
to  Duty,  "any  variation  in  the  value  of  any  of  those  investments 
which  appears  to  the  Commissioners  of  Inland  Revenue  not  to  be 
due  to  a  variation  in  profits  shall  also  be  taken  into  account."®^ 
Through  the  authority  granted  by  this  section,  the  Commissioners 
have  been  able  to  grant  deductions  from  investment  income  in 
cases  where,  owing  to  the  diminution  in  the  general  purchasing 
power  of  money,  there  has  been  a  decline  in  the  market  standing 
of  the  securities  from  which  the  income  is  derived.  The  phrase 
"not  to  be  due  to'  a  variation  in  profits"  was  intended  to  permit 
such  a  deduction  and  the  word  "profits"  to  exclude  deductions 
because  of  either  diminished  yield  or  diminished  reserves.  More- 
over, it  should  be  especially  noted  that,  to  obtain  this  relief,  it  was 

64  It  should  be  noted  that  insurance  companies  other  than  life,  do  not  be- 
come taxable  on  their  income  from  investments. 

65  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  8. 
eolbid.,  rule  8  (b). 

e-!  Ibid.,  rule  8   (a). 
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not  necessary  that  the  securities  be  sold.  Tlio  section  has  not 
been  applied  in  such  a  manner  as  to  subject  to  the  Duty  appre- 
ciations in  the  market  standin/^  of  securities,  for  to  do  so  would, 
according  to  the  British  concept  of  income,  amount  to  double 
taxation  of  a  single  source  of  profit. 

Remuneration  of  Managers  and  Directors. — When  the  Britisli 
passed  their  law  they  were  fully  alive  to  the  possibility  of  evasion 
by  the  distribution  of  profits  in  the  guise  of  salaries  and  di- 
rector's fees,  a  danger  particularly  acute  in  the  case  of  concerns 
owned  and  managed  by  the  same  persons.  In  America  increases 
in  compensation  of  corporation  officers  were  closely  scrutinized 
and,  under  the  1917  law,  in  order  to  put  all  business  organiza- 
tions on  the  same  basis,  partnerships  and  individuals  conducting 
businesses,  in  whose  accounts  no  salary  deductions  had  been  made 
for  managing  owners,  were  permitted  to  subtract  from  their 
profits  before  the  tax  was  applied  sums  equal  to  the  customary 
salaries  paid  by  concerns  generally  for  similar  service. 

The  British,  however,  pursued  a  different  policy.  They  de- 
clined to  deduct  as  business  expenses  any  payments  made  to 
owners  in  the  case  of  individual  concerns  and  partnerships  and 
included  a  section  in  the  1915  Act*'^  which  flatly  stated  that  in 
the  absence  of  special  action  by  the  Commissioners  of  Inland 
Revenue®^  deductions  for  "the  remuneration  of  directors,  man- 
agers, and  persons  in  the  management  of  the  trade  of  business" 
should  not  "exceed  the  sums  allowed  for  those  purposes  in  the 
last  pre-war  trade  year."  Moreover  the  Inland  Revenue  officers 
discovered,  by  1916,  that  this  provision  did  not  cover  adequately 
the  cases  of  concerns  which  were  not  in  existence  before  the  war 
or  which,  if  in  existence,  elected  to  use  the  percentage  standard 
in  such  a  way  as  to  cover  the  introduction  of  deductions  for 
swollen  salaries.  Consequently  they  secured  a  retroactive  pro- 
vision^" which  permits  them  under  certain  conditions'^  to  treat 
corporations  whose  directors  have  a  controlling  interest,  as  part- 
nerships to  the  extent  that  they  may  disallow  as  deductions  all 

68  Fourth  Schedule,  H  5. 

69  The  commissioners  were  given  power  to  act  "under  special  circumstances" 
or  when  the  remuneration  "depends  on  the  profits  of  the  trade  or  business." 

70  Finance  Act,  1916,  sec.  49   (1). 

71  The  conditions  were  that  the  case  must  be  one  in  wliich  the  pre-war  stan- 
dard is  taken  as  the  percentage  standard  or  is  calculated  by  reference  to  the 
statutory  percentage. 
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remuneration  of  directors  but  in  this  case  the  standard  is  calcu- 
lated at  the  higher  statutory  rate  ordinarily  available  only  to 
partnerships. 

At  the  same  time  a  concern  which  was  forbidden  to  deduct  cer- 
tain remuneration  as  excessive  was  given  the  specific  right  to  re- 
cover from  the  director  or  manager  who  received  the  excessive 
payment  the  amount  of  Duty  it  had  been  called  upon  to  pay  in 
respect  of  his  excessive  remuneration/^  This  had  a  double  ef- 
fect: (1)  It  became  a  matter  of  indifference  to  most  concerns 
whether  their  payments  in  remuneration  for  services  were  disal- 
lowed or  not  and  (2)  it  caused  the  Excess  Profits  Duty  to  fall 
upon  the  fortunate  persons  who  chanced  to  have  pre-war  contracts 
under  the  terms  of  which  they  received  remuneration  in  the 
form  of  a  percentage  of  profits.  In  practice  the  British  Treasury 
Department  allowed  an  increase  of  not  exceeding  £2000  gener- 
ally to  go  unchallenged  under  this  provision. 

If  an  employee  is  not  a  manager  or  director  the  restrictions  de- 
scribed above  do  not  apply,  even  though  he  have  a  profit-sharing 
agreement  which  absorbs  a  substantial  part  of  the  earnings  of 
the  concern.  The  Inland  Revenue  authorities  state,  however, 
that  such  cases  are  very  infrequent. 

The  general  testimony  is  that  the  provisions  regarding  remu- 
neration have  operated  successfully  and  that  there  has  been  lit- 
tle evasion  of  the  Duty  in  this  direction. 

Deduction  of  Income  and  Profits  Taxes. — As  in  our  law  the 
British  statute  applies  the  Excess  Profits  Duty  to  the  net  income 
of  the  business  before  any  deduction  has  been  made  for  either  in- 
come or  profits  taxes  imposed  by  the  national  government.  The 
Duty  is  first  calculated  and  the  amount  due  the  Treasury  is  then 
deducted  from  (or  "credited,"  in  the  phraseology  of  our  law)  the 
income   subject   to   the  income   tax   rates. ^^      However,   any   sum 

72  Finance  Act,  1916,  sec.  49  (2).  For  the  application  of  this  principle  to 
the  Munitions  Levy,  cf.  ibid.,  1917,  sec.  2i:  (4).  In  the  absence  of  special 
directions  of  the  Commissioners  such  amounts  recovered  were  to  be  treated 
as  Excess  Profits  Duty  paid  by  the  director  not  the  concern.  This  is  of  im- 
portance in  connection  with  the  income  tax  liability  of  the  director. 

73  Finance  (No.  2)  Act,  1915,  sec.  35;  Fourth  Schedule,  Part  I,  rule  4. 
Munitions  Le\y  payments  are  likewise  deductible.  Finance  Act,  1916,  sec. 
53.  Profits  arising  from  the  sale  of  trading  stocks  were  subjected  to  the 
Excess  Profits  Duty  in  1918  (76iU,  1918,  sec.  35.  Cf.  infra,  p.  70)  but  they 
were  not  subjected  to  the  income  tax.  Hence  the  law  was  changed  so  as  to 
forbid  the  deduction  of  Excess  Profits  Duty  on  such  profits  in  calculating 
the  profits  for  income  tax  purposes.     Ibid.,  1918,  sec.  31. 
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paid  as  a  profits  tax  in  a  coinitrv  outside  the  British  Empire  is 
deductible  from  the  profits.'*  In  this  country  under  a  liberal 
provision  of  the  1918  law  both  income  and  profits  taxes  paid  to 
foreign  countries  may  be  offset  against  tlie  local  tax  itself/'^ 
Special  arrangements  somewhat  similar  to  those  in  the  American 
law  ai'e  made  to  cover  the  case  of  Britishers  subject  to  certain 
colonial  excess  profits  tax  as  well  as  to  the  Duty  in  England.^" 

Losses — General. — The  British  make  much  more  liberal  pro- 
vision for  losses  than  we  do  in  this  countr}'.  Not  only  do  they 
permit  certain  deductions  from  current  profits  to  restore  pre- 
war losses  but  they  even  permit  deductions  from  profits  of  pre- 
vious years  to  restore  a  normal  rate  of  return  in  case  that  is  im- 
paired by  trading  in  current  or  subsequent  3'ears.  Capital  losses 
are  not  deducted,  but  capital  gains  are  not  taxed.  Bad  debts 
may  be  written  off  through  the  device  of  periodical  evaluation. 
Inventory  losses  are  guaged  through  the  application  of  broad 
principles  which  permit  the  use  of  the  "base  stock"  method  in  cer- 
tain cases.  Depreciation,  including  obsolescence  and  amortiza- 
tion are  provided  for  on  a  basis  which  insures  full  eventual  pro- 
vision for  losses  due  to  the  war.^'^  The  British  conception  of  the 
accounting  period"^  pennits  to  a  much  greater  extent  than  ours 
the  charging  back  of  losses  against  the  profits  of  previous  trad- 
ing. 

Deductions  from  Current  Profits  to  Restore  Pre-War  Losses. — 
A  provision  which  has  no  counterpart  in  our  tax  is  that  which 
allows  a  deduction  to  be  made  from  the  profit  of  the  current  ac- 
counting period  to  compensate  for  a  net  loss  suffered  as  the  re- 
sult of  the  operations  of  the  three  last  pre-war  trade  years.^" 
The  importance  of  this  provision  as  a  relief  to  the  harshness  of 
the  Duty  is  self-evident. 

74  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  4. 

75  Revenue  Law  of  1918,  sees.  222,  238,  Curiously  enough  this  provision 
has  been  resented  by  some  of  the  British  as  an  indirect  hidden  bonus  to  our 
foreign  trade. 

76  Cf.  supra,  pp.  32-33. 

77  For  losses  on  municipal  trading  ventures  made  good  from  local  tax 
collections,  cf.  supra,  p.  30. 

78  Cf.  supra,  pp.  37-38. 

79  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  I,  rule  7.  For  the 
application  of  this  section  to  the  case  of  sale  of  trading  stocks  otherwise  than 
in  the  ordinary  course  of  trade,  cf.  Finance  Act,  1918,  sec.  35  (2)  (b),  infra, 
Appendix  A,  V. 
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To  secure  this  relief  the  profits  must  be  actually  applied  to 
the  extinction  of  the  loss.  Under  the  law  as  passed  in  1915,  it 
was  further  necessary  that  the  percentage  standard  be  the  one  used 
if  the  deductions  were  to  be  claimed.  However,  an  amendment  in 
1916^°  permits  such  deductions  even  though  the  profits  standard 
is   used,   provided   the  capital   account   shows   a   debit  balance.^^ 

Set-off  and  Repayment  for  Bad  Years. — The  American  statute 
has  adhered  very  closely  to  the  conception  of  annual  gain.  Each 
twelve-month  period  has  been  forced  to  stand  by  itself,  a  heavy 
profit  being  taxed  in  the  year  received,  taxed,  too,  at  progressive 
rates  and  no  adjustment  permitted  because  of  a  heavy  loss  occur- 
ring perhaps  the  following  year.  Minor  exceptions  to  this  state- 
ment are  the  special  relief  provisions  of  the  Revenue  Act  of  1918 
which  permitted  net  losses  for  the  year  1919  to  be  charged  back 
to  1918  and  forward  to  1919  if  the  taxable  year  chanced  to  begin 
between  certain  dates®"  and  which  permitted  rebates  in  the  case 
of  inventory  shrinkages  under  certain  narrowly-defined  and  even 
more  narrowly-administered  restrictions.®^  In  contrast  with  this, 
the  British  from  the  very  beginning  practically  ignored  for  this 
purpose  the  arbitrary  closing  dates  of  accounting  periods  and 
freely  allowed  the  rebate  of  Excess  Profits  Duty  collected  in  time 
of  prosperity  whenever  such  periods  were  followed  by  depressions. 
Moreover,  it  was  not  merely  in  cases  of  actual  losses  that  rebates 
were  allowed.  Whenever  the  profits  of  the  concern  dropped  even 
below  the  pre-war  standard,  enough  of  the  excess  profits,  pre- 
viously taxed,  to  restore  the  deficit  was  released  from  assessment 
and  the  tax  on  that  portion  rebated.  The  general  theory  of  the 
British  practice  on  this  point  was,  then,  that  the  business  was 
a  continuing  operation  and  in  order  to  be  subject  to  special 
profits  taxes  must  show  an  excess  profit  for  the  entire  period  of 
its   operations   subsequent   to   the  imposition  of  the  tax.®^     But 

80  Finance  Act,  1916,  sec.  50. 

81  It  might,  of  course,  be  desirable  to  use  a  profits  standard  even  when  the 
net  result  of  the  three-year  period  showed  a  loss,  for  the  loss  of  a  single 
year  might,  in  a  particular  case,  be  sufficient  to  blot  out  handsome  profits  in 
the  two  other  years. 

82  Sec.  204.  This  was  available  for  purposes  of  both  income  and  excess 
profits  taxes. 

83  Sec.  214   (a-12)   and  234   (a-14), 

84  The  set-off  for  deficiency  is  calculated  by  applying  to  the  amount  of 
the  deficiency  the  rate  in  force  when  it  occurred.  With  rising  rates  cases 
arose  where  Duty  was  payable  even  though  there  was  a  net  loss  on  the  oper- 
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not  even  content  with  this,  losses  during  years  preceding  the  im- 
position of  the  tax  or  abnormally  low  earnings  during  such  years 
were  also  made  the  basis  for  the  extension  of  special  relief.*'' 

The  exact  language  of  the  statute  governing  the  set-off  and 
repayment  for  3'cars  of  depression  is  as  follows: — 

"Where  a  person  proves  that  in  any  accounting  period,  which  ended 
after  the  fourth  day  of  August,  nineteen  hundred  and  fourteen,  his 
profits  have  not  reached  the  point  which  involves  liability  to  Excess 
Profits  Duty,  or  that  he  has  sustained  a  loss  in  his  trade  or  business, 
he  shall  be  entitled  to  repa3'ment  of  such  amount  paid  by  him  as  Ex- 
cess Profits  Duty  in  respect  of  any  previous  accounting  period,  or  to 
set  off  against  any  Excess  Profits  Duty  payable  by  him  in  respect  of 
any  succeeding  accounting  period,  such  an  amount  as  will  make  the 
total  amount  of  Excess  Profits  Duty  paid  by  him  during  the  whole 
period  accord  with  his  profits  or  losses  during  that  period. "^"^ 

The  importance  of  this  provision  in  eliminating  friction  and 
discontent  on  the  part  of  those  subject  to  the  Duty  can 
scarcely  be  overestimated.  Its  presence  in  the  British  statute 
goes  so  far  to  alleviate  the  harshness  of  the  levy  that  any  com- 
parisons with  the  American  law  which  do  not  take  it  into  ac- 
count are  obviously  worthless. 

The  interpretation  of  this  section  is  so  broad  as  to  make  its 
value  to  the  taxpayer  even  greater  than  would  appear  at  first 
glance.  Thus  when  a  person  is  subject  to  Excess  Profits  Duty 
with  respect  to  two  separate  businesses,  he  may  set  off  a  deficiency 
below  the  pre-war  standard  in  one  business  against  any  excess 
profits  he  may  have  in  the  other.  Deficiencies  in  the  case  of  a 
partnership  may  be  apportioned  for  the  purposes  of  this  set-off. 

In  the  case  of  shipping  companies  it  was  found  necessary  to 
restrict  to  some  extent  the  relief  afforded  by  this  section.  Thus, 
after  January  1,  1917,  the  provision  was  not  available  to  such 
companies,  except  in  cases  where  there  was  an  actual  loss  or  where 
the  profits  did  not  equal  the  mark  established  by  the  percentage 
standard,  in  which  case  a  repayment  was  made  which  restored 
enough  profit  to  bring  the  income  up  to  the  percentage  stan- 
dard.®^    The  reason  for  this  provision  was  the  conviction  on  the 

ations  of  the  entire  period.  In  such  cases  no  Duty  was  collected,  and  the 
case  held  in  abeyance  pending  a  final  adjustment.  In  no  case  is  Duty  col- 
lected in  excess  of  the  net  excess  profits  realized.  Statutory  authority  for 
this  practice  has  not  yet  been  given,  however. 

85  Cf.  infra.  Appendix  A,  II. 

86  Finance   (No.  2)   Act,  1915,  sec.  38   (3). 

87  Finance  Act,  1917,  sec.  22. 
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part  of  the  Government   that   the   shipping  industr}^   had   made 
inordinately  large  profits.^* 

Depreciation. — The  British  have  been  slow  to  recognize  in  their 
income  tax  procedure  the  importance  of  full  depreciation  allow- 
ances. Although  their  present  income  tax  was  established  in 
1842,  it  was  not  until  1878  that  Parliament  authorized  any  de- 
ductions at  all  for  this  purpose  and  even  yet  allowances  are  re- 
stricted to  traders  and  are  ordinarily  limited  to  machinery  and 
plant.  However,  the  pressure  of  conditions  of  operation  under 
the  stress  of  war  and  the  heavy  rates  of  income  and  profits  taxes 
have  worked  a  revolution  in  the  British  practice  on  this  point. 
At  the  present  time  the  allowances  for  purposes  of  the  Excess 
Profits  Duty  are  liberal  and  complete,  although  certain  of  them 
are  available  only  upon  appeal.  Ordinary  depreciation  of  plant 
and  machinery  is  given  under  general  rules  as  a  matter  of  course. 
Extraordinary  depreciation  and  obsolescence  is  cared  for  under 
a  special  section  of  the  law  (Section  40).®^ 

Ordinary  Depreciation  of  Plant  and  Machinery. — The  original 
Excess  Profits  Duty  statute  contains  this  comprehensive  provi- 
sion: 

"Deductions  for  wear  and  tear  or  for  any  expenditure  of  a  capital 
nature  for  renewals,  or  for  the  development  of  the  trade  or  business 
or  otherwise  in  respect  of  the  trade  or  business,  shall  not  be  allowed 
except  such  as  may  be  allowed  under  the  Income  Tax  Acts,  and  if 
allowed  shall  be  only  of  such  amount  as  appears  to  the  Commissioners 
of  Inland  Revenue  to  be  reasonably  and  properly  attributable  to  the 
year  or  accounting  period. "^"^ 

This  limits  its  deductions  to  those  depreciation  allowances  per- 
mitted for  income  tax,^^  but  the  section  must  be  read  in  connec- 

88  Debates,  93:387.  Cf.  supra,  p.  20-21.  For  a  restriction  upon  the  applica- 
tion of  the  section  to  Industrial  and  Provident  Societies  cf.  Finance  Act, 
1917,  sec.  26   (8),  infra,  Appendix  A,  IV, 

In  1918,  when  profits  arising  from  the  sale  of  trading  stoclcs  otlier  than  in 
the  ordinary  course  of  business  were  brouglit  to  account  for  purposes  of  the 
Excess  Profits  Duty,  it  was  arranged  that  this  relief  section  should  have 
effect  as  if  the  profits  arising  from  the  sale  "had  been  made  by  the  owner 
of  the  business  immediately  before  the  appointment  of  the  liquidator,"  etc. 
Ihid.,  1918,  sec.  35  (b). 

89  The  Royal  Commission  on  the  Income  Tax  recommends  the  extension  of 
these  allowances  to  other  than  traders.     Cmd.  615,  p.  48  et  seq. 

90  Finance  (No.  2)   Act,  1915,  Fourth  Schedule,  Part  I,  rule  3. 

91  It  should  be  noted,  however,  that  the  phrase  reads  "such  as  may  be  al- 
lowed under  the  Income  Tax  Acts."    This  is  not  interpreted  to  mean  what  have 
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tion  witli  another  (Sec.  40  (3))  whicli  permits  .special  treatment 
in  special  cases. °"  However,  the  mere  fact  that  an  allowance  has 
been  made  for  income  tax  is  not  enough  to  insure  its  deduction  in 
that  particular  year  for  purposes  of  the  Duty.  Under  the  In- 
come Tax  Law  no  objection  is  usually  made  to  variations  in  the 
amount  expended  for  renewals  and  repairs  in  any  one  year,  as  it 
has  been  considered  immaterial  in  the  long  run  whether  or  not 
such  renewals  were  chargeable  in  one  year  or  over  a  period  of 
years.  However,  for  the  purpose  of  the  excess  profits  tax  the 
time  of  charging  the  renewal  is  important,  and  the  Board  of  In- 
land Revenue  insists  upon  adjustments.  For  example,  a  re- 
striction is  placed  upon  the  amount  which  might  be  expended  on 
renewals  during  the  period  of  the  excess  profits  tax.  Thus,  if 
an  asset  is  renewed  once  in  twenty  years  and  the  whole  expendi- 
ture is  allowed  for  income  tax  when  incurred,  an  adjustment  is 
necessary  in  order  to  obtain  a  proper  comparison  of  the  earnings 
of  the  pre-war  period  with  the  earnings  of  the  taxable  period. 
Otherwise  the  result  might  show  an  artificially  low  pre-war  earn- 
ing or  an  artificially  low  profit  during  the  war  period.  In  cases 
in  which  a  special  claim  is  made  that  the  rate  of  depreciation 
which  has  been  accepted  for  income  tax  purposes  has  been  in- 
adequate and  such  claim  is  admitted,  the  pre-war  income  is  also 
adjusted  according  to  the  new  rate  of  depreciation  in  order  to 
provide  a  proper  basis  of  comparison.  But  in  other  cases  w'here 
the  rate  of  depreciation  has  been  adequate  in  the  past  but  is  con- 
sidered inadequate  in  the  jesir  of  taxation,  greater  allowance  may 
be  granted  in  that  year  without  readjustment  of  the  pre-war  al- 
lowance. 

Ordinarily  depreciation  allowances  under  the  Income  Tax  are 
limited  to  plant  and  machinery.  Consequently  if  depreciation  is 
desired  for  other  items  it  is  necessary  to  proceed  by  way  of  an 
appeal  under  section  40  (3).®^ 

The  ordinary  depreciation  rates  allowed  are  much  more  highly 
standardized  in  Great  Britain  than  they  are  in  this  country. 
Here  the  initial  determination  of  the  precise  rate  is  left  entirely 
to  the  taxpayer,  only  the  most  general  statements  being  given 

been  allowed.  E.g.,  an  asset  which  depreciates  more  rapidly  at  first  than 
later  may  be  allowed  a  varying  depreciation  rate  for  Excess  Profits  Duty 
without  disturbing  the  uniform  rate  used  in   the  Income  Tax. 

92  Cf.  infra,  p.  50  et  seq. 

93  Cf.  infra,  p.  50  et  seq. 
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for  his  guidance  in  the  Treasury  regulations.  He  is  subject  to 
correction,  of  course,  if  upon  subsequent  audit  his  deductions 
appear  exorbitant.  What  is  considered  exorbitant  by  the  audi- 
tors has  not  been  reduced  to  specific  terms.  It  is  difficult  to  do 
this,  but  something  could  be  accomplished  in  establishing  rates 
for  ordinary  conditions  if  elasticity  is  provided  for  special  cases. 
Great  unevenness  as  between  essentially  similar  concerns  now  in- 
evitably results. 

In  Great  Britain  they  have  proceeded  so  far  as  to  arrive  at 
general  rates  of  depreciation  for  classes  of  trade  or  business 
through  agreements  between  the  Inland  Revenue  and  the  trade 
itself.  In  1918  a  White  Paper  was  issued^*  containing  the  agree- 
ments arrived  at  before  that  date.  This  is  reproduced  below. 
There  have  been  a  number  of  agreed  rates  established  since. 

The  procedure  of  establishing  general  depreciation  rates  for 
classes  of  trade  or  business  was  elaborated  and  formalized  by  the 
passage  of  an  amendment  to  the  income  tax  in  1918.  This  legis- 
lation provided  for  a  reference  to  the  Board  of  Referees,  hitherto 
used  exclusively  for  Excess  Profits  Duty  purposes,  of  applica- 
tions "made  by  or  on  behalf  of  any  considerable  number  of  per- 
sons engaged  in  any  class  of  trade  or  business"  for  alterations  in 
any  deduction  for  wear  and  tear.  In  other  words,  the  arbitration 
principle  is  invoked  to  assist  in  the  establishment  of  these  gen- 
eral rates  for  ordinary  depreciation  and  deadlocks  between  the 
Inland  Revenue  and  the  classes  of  taxpayers  are  thus  avoided. 
This  power  of  appeal  has  not  yet  been  utilized. °^ 

Depreciation  allowances  are  originally  passed  upon  by  the 
local  surveyors  who  settle  all  but  the  most  difficult  cases  and  who 
operate  under  standing  directions  to  proceed  in  a  liberal  manner 
in  dealing  with  the  taxpayer. 

Exceptional  Depreciation. — Great  elasticity  was  introduced  by 
Section  40  (3)  of  the  Act  which  vested  in  the  Commissioners  of 
Inland  Revenue  authority  to  approve  taxpaj^ers'  petitions  for 
relief.^^  Such  petitions  might  be  presented  when,  among  other 
grounds,  there  was  loss  due  "to  the  postponement  or  suspension, 
as  a  consequence  of  the  present  war,  of  renewals  or  repairs,  or  to 

94Cmd.  9134. 

95  Finance  Act,  1918,  sec.  24  (1).  Sec.  2'4  (3)  of  this  act  merely  gave 
statutory  sanction  to  ordinary  income  tax  practice  with  regard  to  deprecia- 
tion. 

96  Cf.  infra,  p.  117  et  seq. 


ScHEDUXE  OF  AcnEEB  Rates  ov  Depheciatiok 


Industry,  &c. 

Rate 
per 
cent 

Prime  Cost 

or 

Written-dowTi    Value. 

Nature  of  Phmt. 

Electric  Light  Under- 
takings. 

3 
5 

7'/2 

Written-down   value 

Cables. 

Plant   and   machinery. 

Flax      Spinning      and 
Linen     Weaving 
(Ireland). 

AVrittcn-down    value 

Machinery    and    plant     (except 
accessory  ])lant  such  as  pirns, 
j)irn     cages,     sj)ools,     belting, 
driving   ro])es,  damask   cards, 
designs,       patterns,      models, 
furniture    and    fixtures). 

Flour    Milling. 

5 

71/3 

Written-down   value 

Engines,      boilers      and      main 

shafting. 
Other    machinery. 

Gas  Undertakings  oth- 
er than  those  owned 
by  municipal  or  oth- 
er public  authorities. 

3 

10 

AVritten-down   value 

Gasholders. 

Meters,  cookers  and  gas  fires. 

Motor  Omnibusesi 

20 

Written-down   value 

Motor  omnibuses. 

Paper  Mills. 

5 

71/2 

Machinery  working  day  only. 
"           "      and 
night. 

Printing. 

5 

71/2 
10 

Written-down   value 

Engines,  boilers  and  shafting. 
Printing  and  binding  machines. 
Type. 

Railway  Wagons.2 

5 

Written-down   value 

Railway  wagons. 

Shipping.3 

4 
3 

Prime  cost 

Steamships. 
Sailing   vessels. 

Steel    Manufacturers.4 

15 

Written-down   value 

Machinery    and    plant   used    in 
the    manufacture   of   steel. 

Timber         Merchants 
Saw     Millers,     and 
Manufacturers     o   i 
t      Timber   Goods. 

5 

20 

Written-down   value 
«              <i 

Engines,      boilers,      and      main 

shafting. 
General    saw-milling   plant   and 

machinery. 
Traction       engines,       tractors, 

motorcars,       and       haulage 

plant. 

Tramways.5 

3 

7 
5 

Written-down   value 

«                    <c 

(C                           (( 

Permanent  way. 

Cables. 

Cars  and  other  rolling  stock. 

General  plant  and  machinery, 
including  standards,  brack- 
ets,  and   work-shop   tools. 

1  The  rate  of  20  per  cent  is  to  be  re-considered  at  the  expiration  of  four  years  com- 
mencing with  1916-17. 

This  rate  does  not  apply  to  commercial  motor  vehicles. 

2  The  allowance  applies  to  all  wagons  owned  by  traders. 

In  the  case  of  railway  companies  the  method  adopted  is  to  allow  the  actual  cost  of  re- 
newals year  by  year. 

3  With  regard  to  ships  purchased  at  secondhand  at  prices  in  excess  of  the  written-down 
value  at  the  date  of  purchase,  the  following  arrangements  have  recently  been  made: — 

(o)  The  allowance  is  made  on  the  actual  cost  price  of  the  ship  to  the  owner  for  the 
time  being  without  regard  to  the  prime  cost  to  a  previous  owner. 

(6)  The  rate  of  depreciation  allowable  is  calculated  by  reference  to  the  reasonable 
expectation  of  the  life  of  the  ship  at  the  date  of  purchase  from  the  previous  owner. 

4  The  rate  of  15  per  cent  represents  5  per  cent  for  normal  wear  and  tear,  and  10  per 
cent  for  the  additional  wear  and  tear  arising  from  war  conditions. 

5  An  allowance  per  mile  of  track  based  upon  the  estimated  life  of  the  permanent  way. 
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exceptional  depreciation  or  obsolescence  of  assets  employed  in 
the  trade  or  business  due  to  the  present  war,  or  to  the  necessity 
in  connection  with  the  present  war  of  providing  plant  which  will 
not  be  wanted  for  the  purposes  of  the  trade  or  business  after  the 
termination  of  the  war."^^  Blanket  power  "to  allow  such  modifi- 
cations ...  as  they  think  necessary  in  order  to  meet  the  par- 
ticular case"  rests  with  the  commissioners.®^  It  is  apparent  that, 
with  this  ample  authority,  a  proper  spirit  of  fairness  in  the  ad- 
ministration was  all  that  was  needed  to  solve  the  large  number 
of  special  cases  of  hardship  which  inevitably  arise  in  a  complex 
business  situation.  In  addition,  however,  in  order  to  guard 
against  the  possibility  of  dissatisfaction  through  arbitrary  ad- 
ministrative action,  a  petitioner  might  appeal  from  the  decision 
of  the  Commissions  to  the  Board  of  Referees. 

It  should  be  pointed  out  that  whereas  ordinary  depreciation  is 
limited  to  machinery  and  plant  this  special  section  applies  to 
exceptional  depreciation  or  obsolescence  of  assets  employed  in  the 
trade  or  business.  Consequently  it  is  possible  to  grant  deductions 
for  depreciation  in  any  type  of  asset.  Acting  under  this  author- 
ity the  Inland  Revenue  permits  the  taxpayer  to  depreciate  such 
items  as  patents  (to  the  extent  that  loss  is  suffered  "through 
effluxion  of  time"  and  is  not  offset  by  the  development  of  good- 
will). No  allowance  is  permitted  for  depreciation  of  the  cost  of 
leaseholds  or  of  good  will. 

It  is  apparent  further  that  the  assets  subject  to  the  allowances 
for  unusual  depreciation  or  obsolescence  need  not  be  property 
specifically  purchased  for  the  purpose  of  manufacturing  war  ma- 
terials. Any  assets  in  the  taxpayer's  business  adversely  affected 
by  the  war  come  witliin  the  scope  of  the  provision. 

The  extent  of  the  loss  which  may  be  depreciated  or  amortized 
for  purposes  of  the  Excess  Profits  Duty  is  established  on  a  liberal 
basis.  The  rule  is  that  the  total  amount  subject  to  deduction  is 
the  difference  between  "war  value,"  (viz.,  the  value  of  the  asset 
at  the  beginning  of  the  first  accounting  period,  when  the  Excess 

97  Finance   (No.  2)   Act,  1915,  sec.  40  (3), 

98  In  1916  when  the  application  of  the  Act  to  shipping  companies  was  made 
more  stringent,  an  amendment  prescribed  that  nothing  in  the  section  quoted 
above  should  operate  to  enable  the  purchaser  of  a  ship  to  obtain  greater  re- 
lief than  the  vendor  could  have  obtained,  had  the  ship  not  been  sold,  other 
than  "relief  in  connection  with  expenditure  by  the  purchaser  on  improvements 
or  repairs." 
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Profits  Duty  began  to  apply  or  tlie  cost  price  if  acquired  after 
that  date)  and  the  "post-war  value"  (r/;:.,  the  market  value  of 
the  asset  at  the  end  of  the  last  accounting  period  subject  to  the 
Duty  or  some  other  post-war  date  to  be  fixed  subsequently).  In 
other  words  the  total  diminution  in  the  value  of  assets  due  to  war 
conditions  and  occurring  during  the  period  of  the  application  of 
the  Duty  may  be  charged  off.  Moreover,  that  diminution  may 
be  charged  off'  against  the  profits  of  the  whole  war  period  and 
not  merely  against  the  profits  of  the  accounting  period  in  which 
the  loss  is  disclosed.®^ 

Post-war  value  being  for  the  present  an  indeterminate  quantity, 
the  practice  of  the  Inland  Revenue  has  been  to  hold  in  abeyance 
most  questions  of  unusual  depreciation  and  obsolescence.  For  a 
time  an  arbitrary  rule  limiting  tentative  deductions  in  any  one  year 
to  twenty  per  cent  was  in  force"°  but  it  was  made  very  clear  that 
this  was  a  tentative  allowance.  Even  this  limitation  has  since 
been  abandoned.  At  present  reasonable  allowances,  without  spe- 
cific limitation,  may  be  claimed  for  current  periods  but  they  are 
regarded  as  interim  concessions,  subject  to  readjustment  upon 
the  final  settlement  at  some  future  date. 

Amortization. — That  part  of  the  section  quoted  above  which 
reads  "owing  ...  to  the  necessity  in  connection  with  the  present 
war  of  providing  plant  which  will  not  be  wanted  for  the  pur- 
poses of  the  trade  or  business  after  the  termination  of  the  war" 
is  construed  to  give  ample  authority  for  amortization  deductions. 
Such  deductions  are  attributed  to  the  entire  war  period  and  not 
merely  to  the  year  in  which  disclosed. 

Postponed  Repairs. — In  cases  where,  because  of  the  pressure 
of  war  work,  repairs  have  not  been  made,  an  arrangement  is  pro- 

99  Deputation  from  the  Executive  Council  of  the  Association  of  Chambers 
of  Commerce  of  the  United  Kingdom  to  the  Chancellor  of  the  Exchequer, 
April  3,  1918,  p.  10  et  seq. 

100  In  this  country  in  cases  of  amortization  allowances  for  property  whose 
post-war  value  has  not  been  determined  definitely,  the  tentative  deduction  in 
a  single  year  is  apparently  restricted  to  25  per  cent  of  the  cost  of  the  prop- 
erty. (T.  D.  2859.)  This  restriction  has  been  severely  criticized  and  may 
perhaps  not  be  rigidly  adhered  to  in  all  cases.  The  Department  does,  how- 
ever, adhere  in  its  assessments  to  a  reduction  in  value  to  current  values  in 
the  j'ear  of  assessment  and  refuses  to  make  tentative  or  provisional  allow- 
ances in  anticipation  of  a  drop  in  values  by  the  time  the  three-year  period 
specified  in  our  statute  has  expired. 
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vided  under  Section  40  (8)  Avhich  permits  tlie  deduction  of 
amounts  representing  the  probable  cost  of  such  repairs  from  the 
profits  of  the  current  accounting  period.^*'^ 

Obsolescence. — War  obsolescence  is  specifically  mentioned 
among  the  grounds  justifying  appeal  for  special  treatment  from 
the  Commissioners  of  Inland  Revenue^"^  under  the  section  quoted 
above  and  such  deductions  have  been  fully  considered  in  that 
place. 

In  order  to  increase  the  supply  of  scrap  metal  during  the  war, 
manufacturers  were  urged  to  discard  all  obsolete  machinery.  The 
Inland  Revenue  did  what  it  could  to  encourage  this  tendency  by 
ruling  that  sums  realized  from  the  sale  of  such  machinery  would 
not  be  subject  to  income  and  profits  taxes  as  an  ordinary  receipt 
but  should  be  held  as  a  reserve  for  replacements.  When  the  re- 
placements are  made  the  residual  book  value  may  be  written  off 
as  a  charge  against  profits  for  that  year.  In  the  case  of  the 
Excess  Profits  Duty  an  allowance  is  made  for  war  obsolescence 
when  settling  the  assessment  for  the  year  in  which  the  plant  was 
scrapped  and  notwithstanding  the  fact  that  it  may  not  have  been 
replaced. 

Depreciation  in  Controlled  Establishments. — Some  irregularity 
was  introduced  into  the  allowances  for  depreciation  in  the  course 
of  the  administration  of  the  Munitions  Levy.  This  levy,  it  will 
be  recalled/"^  was  under  the  control  of  the  Ministry  of  Munitions 
whose  chief  function  was,  after  all,  the  production  of  the  articles 
needed  in  the  war.  The  natural  tendency  was  to  subordinate 
other  considerations  to  that  end  and  it  became  the  practice  to 
encourage  extension  of  plants  and  expansion  of  manufacturing 
activity  by  assurances  of  liberal  depreciation  allowances  in  cal- 
culating the  Munitions  Levy.^°*     These  allowances  were  often  far 

101  Cf.  infra,  p.  117  et  seq. 

102  Finance  (No.  2)  Act,  1915,  sec.  40  (3).     Cf.  infra,  p.  117  et  seq. 

103  Cf.  supra,  p.  6  et  seq. 

104  Sir  J.  Harmood  Banner  described  the  situation  in  these  words: 
".  .  .  the  Minister  of  Munitions  had  made  this  arrangement  with  a  great 
many  controlled  firms:  'You  spend  so  much  money  .  .  .  for  the  purpose  of 
increasing  the  supply  of  munitions,  and  I  will  give  you  special  terms  for 
depreciation,  in  order  to  induce  you  to  do  that.  .  .  .'"  In  this  speech  an 
illuminating  reference  was  made  to  the  absence  of  complete  harmony  be- 
tween the  Minister  of  Munitions  (Mr,  Lloyd  George  and  the  Chancellor  of 
the  Exchequer  (Mr.  McKenna)).  "I  looked  with  some  amusement  to  see 
the  Minister  of  Munitions  sitting  beside  the  right  hon.  Gentleman.     I  think  I 
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more  liberal  than  those  pennittcd  for  income  tax  purposes  which, 
in  turn,  were  the  foundation  for  the  determination  of  profit  for 
the  Excess  Profits  Dnt}'.  In  dovetailing  the  Munitions  Levy  into 
the  Excess  Profits  Duty  it  was  strongly  urged  that  the  establish- 
ment of  the  arrangement  whereby  the  concern  paid  the  higher 
tax"^  constituted  an  abrogation  of  contract  unless  accompanied 
by  a  recognition  by  the  Inland  Revenue  of  the  depreciation  al- 
lowances sanctioned  by  the  agreements  of  the  Ministry  of  Muni- 
tions. This  is  the  explanation  of  the  section  of  the  Finance  Act 
of  1916^""  which  prescribed  that  any  items  of  exceptional  de- 
preciation or  obsolescence  of  buildings,  plant  or  machinery  dis- 
allowed for  income  tax  purposes  should  be  recognized  and  the 
proper  repayments  of  income  tax  made. 

Depletion. — It  has  never  been  the  custom  under  the  British  In- 
come Tax  to  permit  deductions  for  the  depletion  of  wasting  assets, 
but  under  the  Excess  Profiits  Duty  it  has  been  considered  advis- 
able to  take  this  element  into  account.  The  reasons  for  this  dif- 
ference of  treatment  are  embedded  in  the  general  thory  lying 
back  of  their  income  tax  practice.  In  arriving  at  taxable  income, 
they  aim  to  eliminate  capital  factors.  In  general,  increases  or 
decreases  in  the  value  of  capital  assets  do  not  enter  into  the 
computation.  It  is  true  that  there  has  been  a  gradual  recog- 
nition of  depreciation  of  plant  and  machinery  as  a  proper  de- 
duction but  the  line  has  been  sharply  drawn  between  such  assets 
and  those  ordinarily  subject  to  depletion.     The  content  of  a  mine, 

saw  the  Chancellor  of  the  Exchequer  turn  around  a  little,  and  I  am  not 
quite  certain  whether  he  was  sure  of  the  approval  of  the  Minister  of  Muni- 
tions. .  .  ."  Debates,  81:1088.  Mr.  McKenna  later  pointed  out  with  great 
directness  the  relative  success  of  the  Excess  Profits  Duty  for  which  he  was 
responsible  as  compared  with  the  Munitions  lycvy  of  Mr.  Lloyd  George. 
"The  revenue  derived  from  that  tax  (the  Excess  Profits  Duty)  has  been  enor- 
mously in  excess  of  the  Estimate.  .  .  .  Perhaps  at  some  other  time  he  (the 
Chancellor  of  the  Exchequer)  will  give  us  the  amount  which  has  been  col- 
lected under  the  Munitions  Levy  since  its  first  adoption  as  far  back  as  July, 
1915.  I  venture  to  say  that  the  Committee  will  find — I  do  not  know  the 
figures — that  the  amount  collected  from  all  the  controlled  firms  is  practically 
negligible."     Mr.   Pringle:    "Eye-wash."     Debates,  93:396. 

105  Cf,  supra,  p.  30. 

106  Sec.  39.  Cf.  infra,  Appendix  A,  III.  Cf.  also  ibid.,  sec.  55  and  Finance 
Act,  191T,  sec.  16.  Mr.  Baldwin,  Lord  of  the  Treasury,  assured  the  House  of 
Commons  in  1917  that  munitions  firms  would  continue  to  receive  the  customary 
allowances  even  after  coming  under  control  of  the  Inland  Revenue.  Debates, 
93:434. 
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they  argue,  was  originally  a  gift  of  nature.  The  original  owner 
paid  nothing  for  it.  Every  new  purchaser  since  1842,  when  the 
Income  Tax  was  established,  paid  his  price  "on  notice"  that  the 
income  realized  from  the  property  would  be  subject  to  income 
tax  without  allowance  for  depletion.  If  it  is  recognized  that  this 
factor  must  tend  to  reduce  the  capital  values  of  mining  proper- 
ties as  compared  with  property  in  general,  they  either  (1)  ignore 
it  on  the  ground  that  such  incidental  effects  on  capital  values  lies 
outside  the  scope  of  consideration  in  the  case  of  income  tax  or 
(2)  reply  on  the  general  philosophy  which  justifies  the  existence 
of  the  Mineral  Rights  Duty  and  Excess  Mineral  Rights  Duty, 
tiz.,  that  income  from  mines,  etc.,  is  a  particularly  suitable  sub- 
ject for  special  taxation.^°^ 

However,  the  theory  back  of  the  income  tax  holds  together 
only  so  long  as  the  tax  is  one  which  is  foreseen  and  counted  upon. 
In  arriving  at  the  price  of  a  mine,  say  in  1910,  the  buyer  could 
not  have  been  said  to  have  anticipated  an  Excess  Profits  Duty 
which  had  not  yet  been  invented.  Consequently  there  was  no 
"cushion"  here  (in  the  shape  of  smaller  purchase  price  paid  by 
the  owner)  to  absorb  this  shock.  As  compared  with  other  enter- 
prises where  depreciation  was  allowed  and  which  had  no  wasting 
assets  of  the  nature  usually  provided  for  by  depletion,  the  owner 
of  mining  enterprises  was  in  a  very  weak  position  for  he  would, 
in  the  absence  of  some  special  provision,  be  subjected  to  rates  of 
from  40  to  80  per  cent  upon  sums  which  were  really  merely  a  re- 
turn of  the  capital  invested  when  he  bought  the  mine. 

The  British  administrators  recognized  this  fact  and  appre- 
ciated the  necessity  for  providing  relief.  There  was  no  statutory 
authority  to  allow  depletion  deductions  in  arriving  at  taxable 
profits.  But  there  was  power  vested  in  the  Board  of  Referees  to 
increase  on  appeal  the  statutory  percentage  on  invested  capital. 
Consequently  under  section  42  (1),  which  provides  for  appeals 
"for  an  increase  in  the  statutory  percentage  as  respects  any  class 
of  trade  or  business,"  the  cases  of  hardship  as  the  result  of  the 
non-allowance  of  a  depletion  deduction  are  cared  for.^°^  There 
may  be  some  slight   deduction   for  wasting   assets   provided   for 

107  For  a  very  interesting  and  able  discussion  of  this  problem  cf.,  Report 
of  the  Royal  Commission  on  the  Income  Tax.  (Cmd.  615),  p.  '43  et  seq.  The 
Commission  recommends  a  very  limited  deduction  in  the  case  of  wasting 
assets  in  arriving  at  net  income  for  purposes  of  the  income  tax. 

108  Cf.  infra,  p.  125. 
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theoretically  in  the  ordinary  6  and  7  per  cent  allowance  on  capi- 
tal and,  moreover,  when  the  Duty  is  calculated  by  comparing 
present  profits  with  pre-war  profits,  depletion  being  included  in 
both,  the  problem  would  normally  be  canceled  out.  However,  even 
a  cursory  inspection  of  the  additional  percentages  allowed  by  the 
Board  of  Referees  indicates  the  importance  attached  by  them  to 
this  element  of  wasting  assets.  Thus,  certain  classes  of  mines 
which  have  been  passed  upon  have  been  granted  increases  varying 
from  2  to  21^  per  cent  while  the  range  of  additions  in  the  case 
of  other  concerns  has  been  from  nothing  to  9  per  cent. 

Inventories. — The  treatment  of  inventories  or  "trading  stocks" 
presents  peculiar  difficulties  in  connection  with  the  application  of 
a  special  profits  tax.  The  chief  problem  is  fundamentally  that 
of  covering  the  risk  of  unfavorable  price  fluctuations.  If  one 
views  the  war  period  as  a  whole  the  price  level  shows  a  very  great 
rise  as  compared  with  the  pre-war  level.  There  is  a  general  ex- 
pectation that  a  considerable  fall  will  follow.  Great  as  this 
general  movement  has  been,  the  price  changes  of  individual  com- 
modities have,  of  course,  been  much  more  violent  and  abrupt,  in- 
volving in  the  cases  of  particular  taxpayers  correspondingly  large 
gains  and  losses.  If  the  valuations  of  stocks  held  by  a  trader  fol- 
low the  market  prices,  the  successive  balance  sheets  reflect  the 
market  variations  and  show  a  series  of  profits  equal  to  the  in- 
creased prices  of  the  stocks  carried  as  the  market  moves  upward 
and  a  corresponding  series  of  losses  as  the  market  moves  down- 
ward. Of  course,  a  truly  accurate  balance  sheet  should  reflect 
the  exact  present  worth  of  a  business  but  it  is  obvious  that,  in 
so  far  as  the  item  of  net  worth  contains  an  element  of  unrealized 
profit  on  items  whose  prices  will  probably  fall  before  realization, 
conservative  management  calls  for  special  treatment  through  a 
reserve,  either  an  open  one  or  a  hidden  one  in  the  form  of  some 
arbitrary,  conservative  method  of  valuing  inventories.  If  the 
profits  tax  is  applied  to  the  war  (and  post-war)  period  as  a  whole 
(as  our  tax  is  not  applied),  losses  suffered  on  the  downward  price 
trend  being  offset  against  profits  made  on  the  upward  trend;  if 
the  rates  of  tax  are  held  at  the  same  level  throughout  and  if  the 
tax  is  continued  in  force  until  the  end  of  the  period  of  readjust- 
ment, there  would  be  little  ground  for  complaint  from  the  tax- 
payer with  a  policy  which  insisted  upon  inventory  valuations  at 
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market  price  with  no  allowances  for  reserves. ^°^  Where  these 
conditions  are  not  met,  distress  is  inevitable  unless  mitigating 
measures  such  as  reserve  allowances  or  arbitrary  rules  of  valua- 
tion are  accepted  by  the  tax  authorities. 

In  our  own  practice  we  cannot  flatter  ourselves  that  we  have 
met  this  problem  in  an  entirely  satisfactory  manner.  Our  general 
rule  of  inventory  valuation  provides  the  option  between  "cost"  or 
"cost  or  market  whichever  is  lower."  In  all  concerns  except  those 
with  the  most  sluggish  of  turnovers  this  results  in  a  close  correla- 
tion between  inventory  valuations  and  market  prices.  While  it 
is  possible  to  write  down  values  in  such  cases  as  that  of  obsoles- 
cence, no  formal  provision  is  made  for  general  reserves  against 
possible  declines  in  prices.  Consequently  there  is  no  doubt  at  all 
but  that  we  have  levied  heavy  taxes  upon  a  large  quantity  of 
profits  which  consist  merely  of  the  increased  values  of  inventories 
while  we  have  made  practically  no  provision  for  returning  these 
taxes  in  case  the  profits  prove  illusory  because  of  a  reverse  move- 
ment of  prices.  Our  general  conception  of  the  accounting  period 
practically  insulates  each  year's  trading  from  every  other,  so 
that  a  net  loss  suffered  during  a  year  of  declining  prices  may  not 
be  used  to  cancel  taxes  on  the  profits  shown  on  the  balance  sheet 
during  a  year  of  rising  prices.  It  is  true  that  the  Revenue  Act 
of  1918^^°  included  a  concession  which  was  apparently  designed 
to  erase  partially  for  this  purpose  the  dividing  line  between  the 
years  1918  and  1919  but  it  did  not  go  far  toward  a  solution  of 
the  problem. ^^^ 

The  general  rule  for  valuing  "trading  stocks"  in  Great  Britain 
is  virtually  the  same  as  our  own,  "cost  or  market  whichever  is 
lower,"  but  it  has  long  been  the  practice  of  the  Inland  Revenue 
to  admit,  under  restricted  conditions,^^"  inventories  appraised  in 
accordance  with  the  so-called  "base-value"  or  "base  stock"  prin- 
ciple. This  principle  is  used  in  certain  base-metal  manufacturing 
trades  such  as  copper,  pig  iron,  lead,  spelter,  etc.  for  part  of 
their  materials  "on  the  theory  that  it  is  necessary  for  the  under- 

109  There  would  still  be,  of  course,  the  injustice  involved  in  holding  the  tax- 
payer's money  between  the  time  of  collection  and  eventual  refund. 

110  Sees.  214  (a-12)  and  234  (a-14). 

111  This  section  was  construed  by  the  Treasury  in  Sections  263-267  of 
Regulations  45. 

112  This  method  must  be  the  general  practice  of  the  trade.  The  problem 
as  to  what  constitutes  the  general  practice  is  similar  to  the  problem  of  de- 
terminating the  classes  in  appeals  to  the  Board  of  Referees.     Cf.  infra,  p.  129. 
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takings  using  thcni  to  keep  n  reserve  stock  to  protect  themselves 
against  strikes  and  adverse  fluctuations  in  market  values,  etc.'"" 
The  basis  in  such  cases  "represents  what  may  be  called  a  minimum 
cost  over  a  series  of  years  for  a  minimum  quantity;  in  theory 
keeping  this  minimum  quantity  untouclied  and  unused,  although  in 
practice  no  actual  reserve  stock  may  be  kept  which  could  be  identi- 
fied at  any  time ;  any  excess  over  this  amount  is  valued  at  cost 
or  market  value,  whichever  is  the  lower." 

Moreover,  one  must  keep  in  mind  the  fundamental  differences 
between  the  American  practice  and  the  British  which  lies  in  the 
fact  that  they  freely  erase  the  lines  between  accounting  periods, 
charging  losses  back  against  previously  taxed  profits.^"  This 
has,  of  course,  a  profound  effect  in  giving  relief  to  the  taxpayer. 

Finally  the  British  have  adopted  certain  special  measures  of 
relief  and  contemplate  the  adoption  of  still  others.^^^ 

The  Rules  of  the  "White  Paper"  of  1917.— The  special  modifi- 
cations of  the  general  rules  were  made  when  the  Finance  Bill  of 
1917,  raising  the  rate  to  80  per  cent,  was  under  consideration. 
At  this  time  the  whole  question  of  the  valuation  of  trading  stocks 
became  a  storm-center.  Deputations  urging  special  treatment 
besieged  the  Governments^"  and  a  private  bill  amending  the  Fi- 
nance Act  was  introduced  into  the  House  of  Commons.^^^     The 

113  Opinion  given  by  the  Committee  of  Consulting  Accountants  advising  the 
Ministry  of  Munitions  in  regard  to  Munitions  Levy,  June  14,  1917.  Cf.  infra, 
Appendix  F. 

^^*Cf.  supra,  p.  45  et  seq. 

115  Cf.  infra,  p.  6J  et  aeq. 

^^^  E.g.  The  Association  of  Controlled  Owners,  later  reorganized  as  the 
Federation  of  British  Industries. 

117  The  proposed  amendment  to  the  Finance  Act  read  as  follows:  "At  the 
end  of  each  and  every  accounting  period  the  stock  then  on  hand  shall  be 
brought  into  the  accounts  for  such  period  as  to  any  quantity  not  exceeding 
that  brought  into  account  at  the  commencement  of  the  first  accounting 
period  (hereinafter  referred  to  as  "normal  stock")  at  the  same  prices  as 
those  at  which  the  latter  was  so  brought  into  account  and  as  to  any  quantity 
in  excess  of  the  normal  stock  at  the  prices  at  which  the  same  was  acquired 
or  at  the  market  value  thereof,  whichever  the  lower;  provided  that,  if  at  the 
end  of  the  last  accoimting  period  the  stock  in  hand  be  less  or  more  than 
the  normal  stock,  the  deficiency,  if  any,  may  be  made  good,  and  in  such  case 
shall  be  deemed  to  have  been  acquired  during  the  last  accounting  period  and 
be  chargeable  accordingly,  and  for  any  excess  a  period  shall  be  allowed  in 
which  to  ascertain  by  actual  realisation  the  value  thereof,  and  the  same  shall 
be  brought  into  account  at  the  prices  so  realised." 
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Government  referred  the  question  to  a  committee  of  prominent 
accountants  who  advised  certain  concessions  but  opposed  most 
of  the  proposals  submitted  by  the  petitioners.  The  report  of  the 
accountants  is  printed  in  an  appendix  to  this  monograph  (Appen- 
dix F),  Acting  upon  the  advice  of  this  committee  the  Govern- 
ment refused  to  agree  to  the  suggested  amendment  but  offered 
certain  concessions  in  the  form  of  a  "Wliite  Paper"  which  it 
eventually  put  into  effect  through  action  by  the  Commissioners 
of  Inland  Revenue,  without  additional  legislation,  under  authority 
of  Section  40  (3)  of  the  statute.  This  memorandum  gives  the 
modifications  in  the  general  principles  of  valuing  inventories  which 
the  Inland  Revenue  now  recognizes  for  purposes  of  the  Excess 
Profits  Duty.  The  importance  of  these  rules  merits  their  state- 
ment in  full: 

Valuation.  General  Principle. — The  Board  of  Inland  Revenue  are 
prepared  to  adopt  the  following  modifications  of  the  general  principle 
that  stocks  should  be  valued  at  cost  price  or  market  value,  whichever 
is  the  lower. 

1.  Final  Valuation.  General  concession  for  Excess  Profits  Duty. — 
A  period  of  two  years  will  be  allowed  after  the  termination  of 
the  war  in  which  to  ascertain  by  actual  realisation  the  value  of  the 
stock  appearing  in  the  account  at  the  end  of  the  last  Accounting 
Period,  and  an  allowance  made  from  the  profits  of  that  period  for 
any  difference  between  the  valuation  and  the  sum  realised. 

The  loss  (if  any)  on  only  such  stocks  as  were  in  hand  at  the  end 
of  the  last  Accounting  Period  will  be  brought  into  the  adjustment,  but 
the  whole  of  such  stocks,  not  individual  parcels  selected  by  the  tax- 
payer, must  be  considered. 

The  necessary  sanction  for  this  modification  of  general  principles 
will  be  given  by  a  Regulation  under  section  40,  sub-section  3,  of  the 
Finance  (No.  2)  Act,  1915. 

2.  Treatment  of  "Base  Stocks." — Certain  classes  of  industry  re- 
quire to  keep  stocks  of  raw  or  semi-manufactured  goods  for  the  pur- 
poses of  manufacturing  processes,  and  these  goods  are  frequently  of 
such  an  imperishable  character  that  a  minimum  quantity  required  for 
a  business  could  be  held  untouched  for  a  long  period. 

Accordingly  any  class  of  trade — 

(a)   which  requires  for  its  manufacturing  processes  to  keep  such 

stocks,  and 
(&)   in   which   a   recognised   practice   has    obtained   of   valuing   a 
constant  quantity  at  a  fixed  price, 
the  Board  of  Inland  Revenue  are  prepared  to  recognise  the  practice. 
The  Board  of  Inland  Revenue  would  regard  goods  as  imperishable 
which   are   of  sufficient  durability  to  last  without  material  deteriora- 
tion during  a  period  equal  to  the  length  of  the  war. 
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Any  individual  member  of  the  class  who  has  not  adopted  the 
method  in  his  business  may  be  allowed  to  do  so  for  the  purposes  of 
Excess  Profits  Duty,  but  may  not  claim  as  the  constant  quantity  of 
stock  so  valued  a  greater  quantity  than  the  minimum  amount  held  at 
any  stock-taking  in  the  three  pre-war  trade  years. 

Where  a  claim  is  made  tliat  an  industry  should  be  brought  within 
this  concession,  the  Board  of  Inland  Revenue  are  prepared  to  re- 
ceive representations  and  to  consider  evidence  as  to  the  existence  of 
a  material  body  of  such  practice  in  the  industry  and  as  to  the  char- 
acter of  the  stocks  to  which  it  is  claimed  the  method  should  be  ap- 
plied, with  a  view  to  securing  the  uniform  treatment  of  all  members 
of  the  industry'. 

The  balance  of  stock  above  the  minimum  quantity  in  cases  falling 
under  this  modification  of  the  general  principle  is  to  be  treated  as 
in  (1). 

3.  Replacement  of  minimum  quantities  in  certain  circumstances. — 
Profits  derived  from  sales  which  reduce  stock  below  the  particular 
minimum  or  constant  quantity  adopted  for  any  business  are  not  tlie 
less  trading  profits.  Where,  however^  a  raw  material  is  associated 
with  plant  in  a  manufacturing  process  (e.g.,  metal  kept  to  a  constant 
level  in  galvanizing  baths),  the  Board  of  Inland  Revenue  will  con- 
sider a  claim  under  section  40  (3)  of  the  Finance  (No.  2)  Act,  1915, 
that  it  is  akin  to  a  capital  asset,  like  plant,  which  has  been  exception- 
ally depreciated  (by  depletion)  or  of  which  the  renewal  has  been 
postponed. 

4.  Hidden  stock  reserves  generalh/. — ^Where  in  an  industry  or  as 
respects  a  class  of  stock  to  which  tlie  foregoing  (2)  does  not  apply, 
the  owner  of  a  business  has  taken  a  quantity  of  stock  at  a  base  price, 
the  stock  will  fall  to  be  valued  during  the  periods  of  liability  at  cost 
or  market  value,  whichever  is  the  lower;  but  from  the  final  valuation 
(on  that  basis)  there  will  be  allowed  a  deduction  of  a  sum  (in  pounds 
sterling)  equal  to  the  original  difference  (at  the  end  of  the  standard 
period)  between  the  valuation  on  the  base  method  and  a  valuation  on 
the  cost  or  market  value  method.  Alternatively,  the  first  stock  valu- 
ation may  be  revised  and  put  upon  the  general  basis  of  cost  or  market 
value,  when  the  modification  outlined  in   (1)   will  apply. 

Rule  1  of  the  above  memorandum  sets  at  rest  the  fear  that  a 
sudden  repeal  of  the  Excess  Profits  Duty  before  prices  had  re- 
adjusted themselves  might  leave  taxpayers  without  any  provision 
for  using  inventory  losses  suffered  after  the  repeal  to  offset  profits 
which  had  been  subjected  to  the  Duty.  It  should  be  noted  that 
the  language  of  the  rule  that  an  allowance  will  be  made  "from 
the  profits  of  that  (last  accounting)  period  for  any  difference" 
is  not  so  interpreted  as  to  exclude  carrying  back  still  further  any 
part  of  the  loss  too  great  to  be  set  off  against  the  profits  of  that 
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last  period.^^*  An  important  restriction  is  that  which  limits  the 
loss  to  that  "on  only  such  stocks  as  were  in  hand  at  the  end  of  the 
last  Accounting  Period,"  for  there  may  be,  of  course,  a  series  of 
successive  losses  during  the  process  of  returning  to  the  perma- 
nent price  level. 

Rule  2  is  narrowly  restricted  in  its  application.  It  does  not 
extend,  for  example,  to  concerns  which  ordinarily  use  the  "base 
value"  method  in  their  accounts  but  fall  within  a  trade  where  the 
method  is  not  the  general  practice.  Such  concerns  must  discard 
their  usual  methods  and  take  their  inventories  on  the  cost  or 
market  basis.  On  December  5,  1918,  it  was  reported  that  only 
about  twenty-four  applications  had  been  made  for  permission  to 
use  this  method.  Fourteen  had  been  rejected  or  abandoned  by  the 
applicants ;  in  five  cases  the  concessions  had  been  granted  for 
sections  of  the  stock  and  the  remaining  five  cases  were  pending.^^^ 

These  then  are  the  rules  which  control  the  procedure  as  it 
stands  today. 

The  Committee  on  Financial  Risks  Attaching  to  the  Holding  of 
Trading  Stocks — Dissatisfaction  with  the  extent  of  the  relief 
afforded  under  the  rules  of  the  White  Paper,  coupled  with  the 
conviction  that  the  whole  problem  of  stocks  would  be  of  vital  im- 
portance in  the  years  following  the  war  lead  to  the  establishment 
in  February,  1918,  of  a  special  committee  of  ten  prominent  busi- 
ness and  professional  men^^°  "to  enquire  and  report  as  to  any 
measures  which  could  be  adopted  with  a  view  to  securing  that 
manufacturers  and  others  should  be  financially  in  a  position  to 
hold  stocks  after  the  war,  and  that  reasonable  safeguards  are 
established  to  prevent  serious  financial  losses  as  a  result  of  pos- 
sible depression  following  on  a  period  of  great  inflation,  in  respect 
of  stocks  of  materials  required  for  industry." 

The  report  of  the  committee  submitted  on  December  5,  1918, 

118  Deputation  from  the  Executive  Council  of  tlie  Association  of  Chambers 
of  Commerce  of  the  United  Kingdom  to  the  Chancellor  of  the  Exchequer, 
April  3,  1918,  p.  16. 

119  Report  of  Committee  on  Financial  Risks  attaching  to  the  Holding  of 
Trading  Stocks.     Cmd.  9224,  1919. 

120  The  members  of  the  committee  were  as  follows:  Mr.  F.  C.  Harrison, 
C.S.I.,  {Chairman) ;  Mr.  Cecil  L.  Budd,  C.B.E,,  Mr.  J.  E.  Davison,  Mr.  Ern- 
est R.  Debenham,  Mr.  G.  Binney  Dibblee,  Mr.  A.  W.  Flux,  Mr.  A.  J.  Hob- 
son,  Mr.  William  McLintock,  Dr.  J.  C.  Stamp,  C.B.E.,  Sir  Richard  Vassar- 
Smith,  Bart,  with  Mr.  R.  C.  Smallwood,  as  Secretary. 
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makes  a  strong  plea  for  furtlicr  rellef^^^  to  the  holders  of  stocks 
purchased  at  high  prices. 

The  testimony  before  this  committee  revealed  the  fact  that 
there  was  a  strong  demand  for  the  wider  application  of  both  rule 
1  and  rule  2  of  the  White  Paper  and  for  still  additional  relief  be- 
yond this.  Single  traders  who  used  the  "base  value"  method  re- 
sented being  placed  upon  another  basis  because  they  chanced  to 
fall  within  a  trade  in  which  this  method  was  not  generally'  used. 
A  majority  of  the  committee,  however,  reported  that  the  "base 
stock"  method  was  "repugnant"  to  their  views  "as  to  the  correct 
system  of  accounting"^""  and  formulated  their  conclusion  in  these 
words:  "In  our  judgment  industries  which  have  obtained  this 
concession  have  established  no  further  title  to  relief.  They  will 
commence  the  post-war  period  with  stocks  valued  considerably 
below  their  market  price."^'^  Four  out  of  the  ten  members  of 
the  committee  differed  sharply  on  this  point  and  signed  a  mi- 
nority report  which  contained  the  following  clauses  in  which  they 
record  their  faith  in  the  correctness  of  the  accounting  theory 
back  of  the  "base  value"  method  and  urge  its  recognition  in  the 
case  of  any  individual  concern  desiring  to  adopt  it: 

To  maintain  the  stability  of  trading  concerns  and  particularly  of 
Joint  Stock  Companies,  we  regard  it  as  desirable,  for  the  future,  that 
all  firms  and  companies  so  electing,  should  be  permitted  to  adopt  the 
base  price  method  of  stock  valuation,  independent  of  taxation ;  but  tlie 
prices  must  not  be  lower  than  they  have  actually  reached  "at  cost  or 
market  value"   within  the  trader's  experience. 

We  are  of  the  opinion  that  the  base  stock  method  of  eliminating 
from  trading  profits  the  fluctuations  in  stock  values,  is  preferable  to 
the  creation  of  reserves  from  profits  enhanced  by  rising  markets,  and 
using  up  such  reserves  against  losses  in  falling  markets,  as  the  more 
accurate  ascertainment,  and  more  equal  distribution  of  actual  trading 
profits,  over  a  longer  period  than  one  year,  which  results  from  the 
method  we  advocate,  stabilises  the  business  and  enables  loan,  or  pref- 
erence capital,  to  be  obtained  on  better  terms. ^-* 

The  case  against  the  adequacy  of  Rule  1,  which  makes  allow- 
ances for  the  fall  in  value  of  stocks  held  in  the  last  accounting 
period  to  the  extent  to  which  they  are  realized  in  the  succeeding 
two  years,  is  admirably  stated  in  the  following  excerpt  from  a 

121  Cmd.  9324. 
i22  76irf.,  p.  5. 
123  Ibid, 
^^ilbid.,   p.  8. 
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raemoraudum  drawn  up  by  the  Association  of  Chambers  of  Com- 
merce of  the  United  Kingdom  :^^^ 

The  Government  appear  to  recognise  it  as  reasonable  that  having 
taken  from  manufacturers  a  large  share  of  their  profits,  when  they 
were  purchasing  on  a  rising  market,  there  should  be  some  deduction 
and  allowance  at  the  end  of  the  last  accounting  period  when  the  re- 
action comes,  and  manufacturers  are  selling  on  a  falling  market.  Rule 
1  is  obviously  inadequate  for  several  reasons,  of  which  the  most  ob- 
vious is,  that  it  operates  only  when  there  is  an  actual  realisation  of 
the  stock  carried  at  the  end  of  the  last  accounting  period.  A  manu- 
facturer does  not  realise  his  stock  of  raw  materials  or  semi-manufac- 
tured goods,  he  converts  them  into  fully  manufactured  goods.  Rule 
1  operates  only  once,  and  it  makes  no  allowance  for  the  fact,  that  the 
manufacturer  has  to  go  on  manufacturing  and  selling  on  a  falling 
market.  He  may  rid  all  his  manufactured  stock  a  month  or  three 
months  after  the  end  of  the  last  accounting  period,  the  price  of  these 
goods  may  not  have  fallen  at  all  and  he  will  then  get  nothing  under 
Rule  1,  though  a  serious  fall  in  the  value  of  his  raw  materials  and 
partly  manufactured  stock  may  have  begun  and  may  be  going  to  con- 
tinue for  many  months.  A  loss  under  Clause  1  will  be  exceedingly 
difficult  to  prove  for  several  reasons. 

It  is  assumed  by  the  Commissioners  of  Inland  Revenue,  that  a  loss 
can  only  be  the  difference  between  the  sum  realised  and  the  valuation 
of  the  stock  at  the  end  of  the  last  accounting  period.  Evidently  it  is 
necessary  for  a  firm  to  continue  to  bear  business  expenses  in  the 
next  accounting  period  in  order  to  realise  stock,  and  to  say  that  the 
whole  of  the  gross  proceeds  of  such  realisation  must  be  set  against 
the  valuation  of  stock,  necessitates  that  all  the  standing  charges  neces- 
sary to  realise  such  stock  shall  be  lost  by  the  firm  continuing  busi- 
ness before  any  claim  for  loss  will  be  entertained  by  the  Commis- 
sioners. 

A  second  difficulty  in  making  a  claim  is  due  to  the  fact  that  raw 
materials  and  partly  finished  goods  have  to  be  finished  at  a  further 
expenditure  of  money  during  the  new  accounting  period  before  being 
ready  for  sale.  The  Officials  at  Somerset  House  have  defended  the 
proposition  that  such  further  expenditure  is  entitled  only  to  be  re- 
placed without  gross  or  net  profit,  when  the  goods  are  ultimately 
sold,  before  a  loss  can  be  charged.  As  an  illustration,  if  £100  worth 
of  goods  in  stock  require  a  further  ^100  to  be  expended  upon  them  to 
make  them  into  a  saleable  commodity  and  are  then  ultimately  sold 
for  £200  the  Officials  to  the  Inland  Revenue  Commissioners  would 
hold  that  no  loss  had  been  incurred,  whereas  it  is  quite  evident  to 
the  trader  that  he  had  had  to  provide  capital  and  expenses  from  the 
new  year's  turnover  at  a  sacrifice  of  the  whole  of  his  anticipated  gross 

125  Monthly  Proceedings,  May,  1918.  This  memorandum  is  said  to  have 
come  from  the  able  pen  of  Mr.  A.  J.  Hobson,  a  member  of  the  Committee 
on  Financial  Risks  and  then  Vice-President  of  the  Association. 
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and  net  profits  on  such  enterprise,  in  order  to  protect  the  Inland 
Revenue  against  loss  upon  stock  consumed  in  the  production  of  such 
goods. 

A  third  difficulty  that  arises  is  that  a  loss  can  only  be  allowed  "on 
such  stocks  as  were  in  hand  at  the  end  of  the  last  accounting  period." 
In  most  manufacturing  businesses  there  is  no  system  of  accounting 
which  shows  which  raw  materials  or  partly  finished  goods  ultimately 
become  goods  for  sale  in  the  subsequent  accounting  period.  In  the 
absence  of  such  system  of  accounting  it  would  appear  to  be  hopelessly 
impossible  to  prove  on  which  goods  in  stock  the  loss  took  place,  after 
they  had  been  blended  in  the  new  accounting  period  with  goods  ac- 
quired subsequently  to  the  date  of  the  stock  taking.  In  view  of  this 
difficulty  in  establishing  a  claim  for  himself,  the  position  of  a  manu- 
facturer, and  to  some  extent  also  of  a  merchant  who  requires  to  hold 
stocks  of  goods  to  retain  the  good-will  of  his  business,  appears  to  be 
that  the  increment  in  value  of  such  stocks  as  are  essential  to  the  con- 
tinuity of  his  business  is  added  to  his  profits  on  the  rising  market  and 
80  per  cent  thereof  taken  for  E.  P.  Duty  and  6s.  in  the  <£  on  the  Bal- 
ance for  Income  Ta.x,  but  when  on  the  falling  market  a  loss  arises, 
such  difficulties  have  been  placed  in  the  -way  of  proving  a  loss  that  it 
is  a  matter  of  almost  complete  indifference  what  period  of  time  is 
given  to  send  in  claims. 

The  majority  report  of  the  committee  deals  with  the  technical 
difficulties  of  administering  Rule  1  in  the  following  manner: 

The  witnesses  who  came  before  us  as  representatives  of  industry 
considered  this  concession  unworkable  and  wholly  inadequate — un- 
workable because  the  physical  identity  of  the  stocks  sold  cannot  in 
practice  be  ascertained;  inadequate  as  only  relating  to  one  set  of 
sales.  The  Board  of  Inland  Revenue,  we  understand,  hope  to  be  able 
to  overcome  the  first  objection  to  the  satisfaction  of  the  trader.  That 
is  to  say,  a  business  will  not  be  required  to  prove  that  the  particular 
stock  sold  is  that  which  was  originally  held.  For  example,  if  the 
stock  at  the  end  of  the  last  accounting  period  was  1,500  tons,  and 
1,000  tons  were  sold  in  the  succeeding  two  years,  the  concession  would 
cover  the  whole  1,000  tons,  whether  they  were  part  of  the  original 
1,500  or  not.  Indeed,  the  official  witness  went  further.  He  expressed 
the  personal  view  that  if  the  sales  were  only  1,000  tons  during  the 
two  years  the  business  should  be  allowed  to  take  the  remaining  500 
tons  at  their  market  value  at  the  end  of  the  two  years,  and  date  back 
this  loss  just  as  if  they  had  been  sold. 

We  consider  it  essential  when  effect  is  given,  by  the  promised  statu- 
tory regulation,  to  the  undertaking  in  the  White  Paper  that  these 
points  should  be  clearly  conceded.^'''' 

The  second  objection  mentioned  in  this  excerpt — that  the  re- 
lief applied  only  to  one  set  of  sales — raised  issues  which  in  the 

126  Cmd.  9224,  p.  3. 
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opinion  of  the  committee  could  not  be  met  in  an  entirely  satisfac- 
tory manner.  The  majority  recommendation  on  this  point  was 
that,  if  possible,  the  rate  of  the  tax  be  reduced  from  80  per  cent, 
where  it  then  stood,  to  60  or  65  per  cent,  "on  the  understanding 
that  the  rate  so  given  up  is  retained  in  the  business  and  not 
distributed.""'  ;,     :\\'^^^^0% 

Such  a  reduction  of  rate  "might  well  be  accompanied  by  the 
withdrawal  of  the  first  undertaking  provided  in  the  White  Paper 
(Rule  1),  for  the  latter  was,  after  all,  largely  consequential  upon 
the  raising  of  the  Duty  to  80  per  cent.'""^ 

If  the  rate  could  not  be  reduced  the  committee  recommended  a 
highly  ingenious  plan  for  converting  a  portion  of  the  Duty  into 
a  "suspensory  reserve"  in  the  form  of  a  special  type  of  govern- 
ment bond.  The  scheme  is  set  forth  in  detail  in  the  following 
quotation  from  the  report  :^^^ 

17.  If,  however,  in  the  present  state  of  the  National  Exchequer, 
the  course  we  suggest  \^viz.,  the  reduction  in  the  rate]  is  impractic- 
able, and  the  actual  cash  must  be  available  to  the  Government,  Ave 
recommend  that  a  portion  of  the  Duty  now  to  be  paid  be  regarded  not 
as  a  final  payment  of  tax,  but  as  a  suspensory  reserve,  held  on  joint 
accoimt  by  the  Government  and  the  taxpayer.  The  portion  so  re- 
served should  be  represented  for  the  time  being  by  a  special  kind  of 
War  Loan,  which  would  be  so  held  for  five  years.  Thereafter  this 
reserve  would  revert  entirely  to  the  State;  or,  in  circumstances  to  be 
set  out  below,  would  become  wholly  or  in  part  (with  accrued  interest) 
the  property  of  the  taxpayer. 

The  advantages  of  this  scheme  are  threefold: — 

1.  It  affords  tangible  evidence  to  the  taxpaj'er  of  a  definite  pro- 
vision made  by  the  State  towards  prospective  post-war  losses. 

2.  It  fixes  a  maximum  limit  to  the  Exchequer's  ultimate  liability 
on  account  of  such  losses. 

3.  Capital  experiences  great  difficulty  in  the  financing  of  its 
business  during  this  period  of  inflated  prices.  Relief  is  at 
present  afforded  by  excess  profits  earned,  but  not  paid  in  to 
the  Government  until  eight  or  ten  months  after  the  close  of 
the  year  under  assessment,  and  by  excess  profits  earned  but 
not  paid  in  during  the  running  year.  The  existence  of  this 
reserve  affords  valuable  collateral  security,  for  it  reassures 
the  banker  at  the  moment  when  anxiety  is  acutest,  i.e.,  when 
profits  are  declining  to  a  critical  figure. 

We  suggest  that  the  amount  of  this  reserve  should  be  20  per  cent 
of  the  average  excess  of  profits   above  the  standard  in  the  last  trwo 

127  Ibid.,  p.  6. 

12S  Ibid. 

129  Ibid.,  p.  6  et  seq. 
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years  under  the  charge  to  Excess  Profits  Duty.  (The  Chairman  and 
certain  members  of  the  Coniniittcc  are  of  opinion  that  this  percentage 
should  be  considerably  greater.)  When  the  last  payments  of  Duty 
are  being  made,  the  scrip  of  the  special  war  loan  to  which  we  have 
referred  would  be  given  for  the  sum  so  computed,  and  ordinary  tax 
receipts  for  the  balance. 

The  circumstances  in  which,  as  we  suggest,  the  reserve  should  not 
revert  finally  to  the  Government,  but  wholly  or  in  part  to  the  tax- 
payer, are  as  follows: — 

The  taxpayer  must  sIiom',  at  the  end  of  five  years  after  the  war, 
that  his  average  annual  profits  over  that  period  are  less  than  the 
amount  of  the  percentage  standard  to  which  he  was  entitled,  or  would 
have  been  entitled,  under  the  Excess  Profits  Duty,  and  that  these  de- 
ficiencies have  been  connected  with  holding  stock  at  falling  prices  (as 
distinct,  for  example,  from  bad  management  or  reduced  turnover), 
during  that  period.  He  would  then  be  entitled  to  relief  to  the  extent 
of  80  per  cent  on  those  deficiencies,  and  the  war  loan,  with  accrued 
interest,  would  revert  to  him  for  the  amount  of  that  relief,  but  for 
no  greater  sum  than  the  amount  of  the  reserve.  For  example:  A 
company  has  an  excess  profit  of  ,£40,000  in  the  last  two  years  of  the 
duty,  or  an  average  of  £20,000.  In  its  final  payments  to  the  Ex- 
chequer, 20  per  cent,  viz.,  £4,000,  would  rank  as  Reserve  (under 
war  loan). 

Its  profits  standard,  for  Excess  Profits  Duty,  was  .£15,000  {i.e., 
its  profits  in  1912  and  1913),  or,  say,  15  per  cent  on  its  capital  of 
£100,000.  If,  after  the  war,  its  average  profit  is  £12,000,  it  has 
no  claim,  even  though  losses  have  been  made  at  various  times  by  sales 
on  a  falling  market.  But,  if  the  profit  falls  below  the  percentage 
standard^""  (6  per  cent  on  £100,000  z=:  £6,000),  and  amounts,  saj', 
to  an  average  of  £5,200,  it  would  get  relief  as  follows: — 

Five  years'   Profits    £26,000 

Five  years'   Percentage   Standard 30,000 

Deficiencies £4,000 

80   per  cent  thereon 3,200 

£3,200  of  the  £4,000  in  suspense  reverts  to  the  taxpayer.  If,  how- 
ever, the  profits  amounted,  say,  to  an  average  of  £4,000  only,  it 
would  get  relief  as  follows: — 

Five  years'  Profits    £20,000 

Five  years'   Percentage   Standard 30,000 

Deficiencies    £10,000 

80  per  cent  thereon 8,000 

Relief  confined  to  the  sum  in  reserve £4,000 


130  It  will  be  necessary  to  consult  the  Treasury  on   the   feasibility  of  the 
scheme. 
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It  may  be  well  to  explain  here  why  the  relief  proposed  should  not 
extend  beyond  80  per  cent  of  the  deficiency.  It  will  be  obvious  that 
if  the  deficiency  ranked  for  relief  in  full,  a  trader,  who  found  he  was 
likely  to  be  a  claimant,  would  have  no  incentive  to  trade  properly  and 
keep  his  deficiency  as  small  as  possible,  for  the  State  would  bear  it 
all.  We,  therefore,  consider  that  some  incentive  must  be  given  him, 
which  will,  in  effect,  protect  the  State  from  such  an  abuse. 

18.  We  do  not  pretend  that  the  remedy  we  propose  with  the  limit 
suggested  meets  all  the  possible  or  prospective  losses  on  a  falling 
market.  But  it  is  obvious  that  any  relief  must  be  limited  and  severely 
conditioned  by  the  financial  position  of  the  Exchequer  in  the  difficult 
years  following  the  war,  and  by  the  burden  that  woidd  be  thrown 
upon  other  classes  of  taxpayers  called  upon  to  make  good  the  charg6 
to  the  Exchequer  resulting  from  the  relief.  Hence,  we  cut  out  alto- 
gether from  consideration  all  trading  concerns  which,  though  ad- 
versely affected  by  the  fall  in  prices,  still  make  relatively  good  profits, 
and  deal  only  with  those  which  are  genuinely  hard  hit  over  an  ex- 
tended period,  relieving  them  to  an  extent  which  pays  more  regard 
to  the  paramount  needs  of  the  Exchequer  than  to  the  degree  of  mis- 
fortune of  the  taxpayer.  Any  attempt  to  make  the  relations  between 
the  taxpayer  and  the  State  in  the  matter  of  relief  on  a  falling  market 
exactly  parallel  to  and  consistent  with  their  relations  in  taxation  dur- 
ing the  war  on  a  rising  market,  is  not  practicable;  and,  if  it  were  prac- 
ticable, does  not  commend  itself  to  us  as  in  itself  an  aim  to  be  pur- 
sued. 

********* 

21.  It  is  not  possible  for  our  suggested  remedy  to  have  application 
simultaneously  with  that  promised  by  the  Government  under  Para- 
graph I  of  the  White  Paper;  and  we  should  accordingly  have  recom- 
mended but  for  one  consideration,  that  the  latter  be  cancelled.  The 
Government  undertaking  relates  to  the  losses  upon  one  set  of  sales, 
viz.,  of  the  stock  in  hand  at  the  end  of  the  Excess  Profits  Duty, 
without  regard  to  the  general  prosperity  of  the  business  in  the  long 
run.  It  may  well  be  that  businesses  having  a  claim  under  the  White 
Paper,  on  the  faith  of  which  they  are  now  resting,  will  never  even 
expect  to  be  so  depressed  as  to  come  within  our  proposal.  We  there- 
fore suggest  that  undertakings  given  in  the  White  Paper  (made  clear, 
as  we  recommend  in  paragraph  11)  should  stand;  but  that  each  busi- 
ness should  state,  when  making  its  return  for  assessment  for  the  last 
period,  whether  it  proposes  to  come  under  the  White  Paper,  or,  waiv- 
ing all  rights  thereunder,  to  come  under  the  five-year  war  loan  system 
of  relief.  This  election  is  free  from  the  objection  which  would  at- 
tach to  an  option  after  the  event. 

A  combination  of  factors,  including  among  others  the  con- 
tinued existence  of  the  Duty  itself,  the  reduction  in  the  rate  to  a 
point  even  below  that  suggested  by  the  committee  and  the  failure 
of  prices  to  collapse  so  violently   as  had  been   anticipated,  has 
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operated  to  delay  action  on  the  report  of  this  committee.  How- 
ever, a  sharp  fall  in  prices  or  an  extended  business  depression  is 
certain  to  bring  the  problem  up  again.  It  is  generally  understood 
that  the  present  Government  is  practically  committed  to  legisla- 
tion giving  further  relief  along  the  lines  laid  down  in  the  report. 
It  is  significant  that  the  majority  of  this  British  Committee  op- 
posed the  use  of  the  "base-stock"  method.  Our  own  situation  can 
probably  best  be  relieved  by  a  broad  amendment  recognizing  all 
losses  even  when  realized  after  the  taxable  period  in  question. 

Capital  Gains. — Since  the  British  concept  of  taxable  income 
does  not  ordinarily  include  profits  derived  from  the  sale  of  capital 
assets  of  a  business/^^  "replacement  funds"  are  superfluous. 

Upon  passage  of  the  Act,  however,  it  immediately  became  ap- 
parent that  the  failure  to  tax  capital  gains  opened  a  wide  avenue 
for  those  who  desired  to  escape  the  tax.  Appreciated  assets  could 
be  sold  in  bulk  or  as  a  part  of  a  going  business  without  subject- 
ing the  resulting  profit  to  tax.  That  appreciation  might  be  due 
to  lavish  expenditures  from  current  income  for  purposes  such  as 
advertising,  deductible  as  an  expense  but  contributing  to  the 
future  as  well  as  the  present  earning  power  of  the  business.  Or 
the  sale  of  the  asset  at  the  high  level  might  be  resorted  to  with 
the  purpose  of  establishing  a  new  standard  of  profits  or  high  de- 
preciation and  obsolescence  allowances.  The  problem  here  arising 
has  not  been  fully  met  by  the  British  authorities.^^"  Its  continued 
presence  is  condoned  by  the  temporary  character  of  the  tax. 

The  1916  Proposal  to  Tax  Capital  Gains. — Only  a  few  months 
after  the  passage  of  the  act  Mr.  McKenna  asked  for  an  amend- 
ment which  would  bring  within  the  scope  of  the  Duty  "any  sum 
by  which  the  price  given  on  the  sale  of  any  asset  capable  of  pro- 
ducing profits  exceeds  the  pre-war  value  of  that  asset. "^^^  He 
stated  that  this  was  needed  "to  prevent  a  leakage  which  might 
become  serious."^^*  A  desire  to  reach  the  profits  being  made 
from  the  sale  of  ships  was  said  to  be  the  principal  motive  back 

131  Cf.  supra,  pp.  21-22. 

132  Cf.  sii/pra,  p.  22. — The  situation  has,  thus  far,  not  become  so  serious 
in  this  country  because  capital  gains  are  considered  taxable  income  and  the 
individual  surtaxes  have  been  high  enough  to  discourage  the  consummation  of 
such  transactions.  There  may  have  been,  however,  some  evasion  of  our 
Excess  Profits  Tax  by  this  method. 

133  April  4,  1916,  Debates,  81:1160. 
134 /6iU,  1052. 
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of  the  suggestion.  In  the  debate  strong  objections  were  made  to 
the  proposal.  It  was  pointed  out  that  it  was  inconsistent  with 
the  income  tax  law  and  that  if  the  gains  were  taxed,  the  deduc- 
tion of  capital  losses  would  have  to  be  allowed.^^^  It  was  decided, 
finally,  to  attempt  to  reach  the  profits  of  shipping  in  a  different 
and  indirect  manner  through  a  modification  of  the  pre-war  stan- 
dard."' 

Profits  Realized  from  Disposition  of  Trading  Stocks. — The 
general  problem  again  became  acute  in  1918  when  it  became  known 
that  certain  Scotch  distillers  were  evading  the  Duty  by  resort  to 
capital  transactions.  Being  in  possession  of  large  stocks  of 
whiskey  which  had  appreciated  enormously  in  value  and  which 
would  result  in  large  profits  subject  to  the  80  per  cent  Duty  if 
sold  in  the  ordinary  course  of  trade,  they  succeeded  in  realizing 
on  the  stock  without  paying  the  duty  by  selling  it  in  bulk  other- 
wise than  in  the  ordinary  course  of  the  business  as  a  going  concern. 

The  amendment  of  1918^^"  was  aimed  directly  at  this  practice. 
It  provided  that  for  purposes  of  the  Duty  profits  arising  from  the 
sale  of  trading  stock  at  any  time  after  April  22,  1918  (the  date 
of  the  Chancellors  budget  speech  announcing  the  amendment), 
"otherwise  than  in  the  ordinary  course  of  trade,""  would  be  "deemed 
to  be  profits  arising  from  a  trade  or  business."  Where  a  busi- 
ness had  ceased  it  was  to  be  "deemed  to  have  been  carried  on  up 
to  and  including  the  date  on  which  the  sale  takes  place."  In  such 
cases  the  person  by  Avhose  authority  the  stock  is  sold  is  made 
liable  for  the  Duty.  No  liability  attaches  to  the  purchaser.  The 
appointment  of  a  liquidator  or  other  agent  to  dispose  of  the 
stock  is  not  treated  as  a  change  of  ownership,  the  true  owner's 
interest  and  liability  carrying  through  to  the  consummation  of  the 
operation.  Wliere  trading  stock  is  combined  with  other  assets 
in  a  general  sale  the  Commissioners  of  Inland  Revenue^^®  assign 
the  portion  of  the  profits  for  which  the  trading  stock  is  respon- 
sible. Disposition  of  the  stock  otherwise  than  by  sale,  viz.,  by 
exchange  or  by  distribution  in  kind  is  held  to  be  a  realization  and 
no  such  disposition  was  permitted  after  May  14,  1918  (the  date 
of  the  announcement  of  this  proposal  in  the  House  of  Commons) 
without  provision  being  previously  made  with  the  Commissioners 

135  C/.  speech  of  Sir  S.  Harmood-Banner.     Debates,  81:1089. 

i'59C'/.  infra,  p.  80. 

1""  Finance  Act,  1918,  sec.  3j. 

i3sWith  appeal  to  the  Commissioners  of  Income  Tax. 
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guaranteeing  the  payment  of  the  Duty.  Trading  stock  is  so 
defined  as  to  include  raw  and  semi-finished  goods  as  well  as  tlie 
completed  product. 

As  the  matter  stands,  consequently,  there  is  this  modification 
in  the  concept  of  profits  so  far  as  the  inclusion  of  capital  gains  is 
concerned,  viz.,  that  profits  made  from  the  disposition  of  assets 
which,  if  sold  in  the  ordinary  course  of  business,  would  become 
taxable  are  to  be  included  when  realized  even  though  sold  outside 
the  ordinary  course  of  trade. 

Modifications  Due  to  Variations  in  Value  of  Securities. — The 
problem  of  the  effect  of  variations  in  the  value  of  capital  assets 
upon  the  profits  subject  to  the  Duty  is  again  involved  in  the  spe- 
cial modifications  allowed  in  the  profits  of  life  insurance  com- 
panies and  concerns  whose  principal  business  consists  of  the  mak- 
ing of  investments  on  the  ground  of  variations  in  the  value  of 
those  investments.  As  has  been  pointed  out,  the  Commissioners 
have  been  able  to  extend  relief  in  certain  cases  where  market 
values  have  shrunk  owing  to  the  general  diminution  in  the  pur- 
chasing power  of  money.^^^ 

Even  more  interesting  is  the  procedure  with  reference  to  varia- 
tions in  the  value  of  war  bonds  which  are  owned  by  a  concern  as 
a  temporary  investment  and  which  have  been  recognized  as  in- 
vested capital.^^"  In  such  cases  both  profits  and  losses  resulting 
from  the  sale  of  such  securities  are  taken  into  account  in  arriving 
at  taxable  profits. 

Reasons  for  Exclusion  of  Capital  Gains. — It  is  an  occasion  for 
wonder  in  this  country,  where  so  much  of  our  wealth  is  accumu- 
lated through  the  appreciation  of  assets  of  one  type  or  another, 
that  the  British  should  not  tax  capital  gains.  So  far  as  the 
writer  was  able  to  learn  from  his  inquiries,  however,  there  is  fully 
as  much  wonder  among  the  British  that  we  should  undertake  to 
tax  such  gains.  No  demand  at  all  exists  for  a  change  in  their 
practice.  In  fact,  their  concepts  of  capital  and  income,  artificial 
though  they  appear  to  the  American  observer,  are  entrenched  by 
a  century  of  acceptance  and  are  considered  by  the  ordinary  busi- 
ness man  as  natural  as  the  laws  of  physics.  Of  course,  the  admin- 
istrators are  acutely  conscious  of  the  problem  involved  in  the 
differentiation  but  their  interest  is  primarily  on  the  technical  side 

139  Cf.  supra,  p.  42. 

140  Cf.  infra,  p.  85  ef  seq. 
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— that  of  establishing  the  dividing  line  for  administrative  pur- 
poses. 

'\^'^len  one  asks  an  Englishman  why  capital  gains  are  not  taxed 
the  first  reply  is  almost  invariably  a  surprised  and  shocked  ex- 
clamation to  the  effect  that  this  would  mean  the  taxation  of  capi- 
tal and  not  of  income.  If  one  then  asks  whether  a  tax  on  the  in- 
creased value  of  stock-in-trade  is  a  tax  on  income  or  a  tax  on 
capital,  he  usually  forsakes  argument  on  the  basis  of  fundamental 
principle  and  pleads  the  practical  necessity  for  a  dividing  line. 
As  a  matter  of  fact  that  dividing  line  is  a  thin  and  tenuous  one 
even  in  English  income  tax  procedure  as  can  be  judged  by  some 
of  the  modifications,  described  above,  wliich  have  been  found 
necessary  in  the  course  of  the  administration  of  the  Excess  Profits 
Duty. 

In  practice  the  distinction  between  taxable  capital  gains  and 
exempt  capital  gains  is  left  to  the  local  surveyor  without  any  very 
definite  rule  to  guide  liim.  Moreover,  the  cases  which  have  been 
carried  to  the  courts  have  not  been  dealt  with  decisively,  so  there 
exists  in  practice  a  wide  twilight  zone  within  which  cases  are 
sometimes  decided  one  way  and  sometimes  another.  One  principle 
wliich  the  courts  attempt  to  apply  is  that  the  purpose  for  which 
the  asset  was  acquired  is  a  material  consideration.^"  If  bought 
to  resell,  the  profit  is  taxable.  If  bought  and  resold  at  a  profit 
when  the  original  intention  was  not  to  resell,  the  profit  is  exempt. 
It  is  apparent  that,  where  the  distinction  rests  in  this  fashion 
upon  an  ascribed  motive  which  need  not  be  declared  until  after 
the  event,  the  distinction  has  no  very  firm  foundation. 

The  fundamental  explanation  of  the  British  concept  is  prob- 
ably to  be  found  in  certain  facts  in  the  general  economic  back- 
ground of  England.  It  is  an  old,  conservative,  economic  organ- 
ism where  transfers  are  less  frequent  than  in  this  country,  where 
fortunes  are  less  often  made  through  trafficking  in  appreciating 
assets,  where  values  are  dealt  with  more  largely  in  terms  of  in- 
come and  less  in  terms  of  sale  price  and  where,  above  all,  the  gen- 
eral conception  of  the  economic  structure  is  static  rather  than 
dynamic.  This  is  very  well  illustrated  by  the  fact  that  a  tax  on 
capital  gains  is  often  seriously  opposed  on  the  ground  that  this 
would  logically  involve  the  allowance  of  capital  losses  the  net  re- 
sult being  no  additional  tax.     The  conception  of  a  total  increase 

Ki  Cf.  California  Copper  Syndicate  etc.  vs.  Harris,  C.  E.  S.  Fraser's  Law 
Reports.     Vol.  VI,  p.  894. 
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in  national  wealth  appears  to  be  not  a  part  of  the  mental  furni- 
ture of  most  Englishmen.  The  minor  losses  and  gains  would,  they 
feel,  merely  cancel  each  other  and,  with  their  static  conception  of 
aggregate  wealth,  the  game  does  not  seem  to  be  worth  the  candle. 
Especially  do  the  British  shrink  from  any  tax  which  involves  an 
extensive  evaluation  of  property,  an  attitude  which  has  been  ac- 
centuated by  the  bitter  experience  of  the  Inland  Revenue  with 
the  Land  Values  Duty. 

Closed  Transactions, — The  problems  encountered  under  our 
statute  in  sales  of  assets,  exchanges  of  property,  mergers,  con- 
solidations and  reorganizations,  are  almost  entirely  absent  from 
the  British  practice  since  there  appreciations  in  the  value  of  capi- 
tal assets  are  not  taxed.""  They  entirely  avoid  tlie  difficult  case 
of  a  taxpayer  who  receives,  by  selling  his  capital  assets,  an  ab- 
normal amount  of  income  in  one  year  (in  comparison  with  his 
invested  capital)  due  to  the  realization  of  profits  which  have 
gradually  accumulated  over  a  period  of  years.  Here  such  cases 
are  often  so  serious  as  to  require  special  treatment  under  the  re- 
lief provisions  of  the  statute.^^^ 

Determination  of  the  Pre-War  Standard 

The  profits  as  determined  along  the  lines  laid  down  in  the  pre- 
ceding section  are  compared  with  a  standard  to  determine  their 
excessiveness.  The  British  standard  of  profits,  although  single 
in  form  is  in  effect  a  double  one.  The  rate  is  applied  to  the  profits 
in  excess  of  the  pre-war  standard.  This,  the  statute  states,  is  to 
consist  of  the  promts  standard  except  when  "it  is  shown  to  the 
satisfaction  of  the  Commissioners  of  Inland  Revenue  that  that 
amount  was  less  than  the  percentage  standard"  in  which  case  the 
latter  was  to  prevail.^**  The  option,  it  will  be  observed,  operates 
in  favor  of  the  taxpayer  and  against  the  Treasury. 

The  term  pre-war  standard  consequently  refers  sometimes  to 
a  profits  standard  and  sometimes  to  a  percentage  standard. 
These  expressions  are  used  in  their  technical  sense  in  the  dis- 
cussion which  follows. 

The  Profits  Standard. — The  Profits  Standard,  which  is  used 
in  at  least  80  per  cent  of  the  assessments,  is  defined  as  "the  amount 

142  Cf.  supra,  p.  69  et  seq. 

143  Revenue  Act  of  1917,  sec.  210;  Revenue  Act  of  1918,  sec,  328. 
144 Finance  (No.  2)  Act,  1915,  sec.  '40  (1). 
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of  the  profits  arising  from  the  trade  or  business  on  the  average 
of  any  two  of  the  three  last  pre-war  trade  years,  to  be  selected 
by  the  taxpayer.""^  Profits  for  these  pre-war  years  are  com- 
puted "on  the  same  principles  and  subject  to  the  same  provisions 
as  the  profits  of  the  accounting  period. "^^"^  "The  last  pre-war 
trade  year"  is  construed  to  mean  "the  year  ending  at  the  end  of 
the  last  accounting  period"  before  the  outbreak  of  the  war."^ 

In  place  of  the  average  of  two  of  the  three  last  pre-war  trade 
years,  the  statute  permits  the  substitution  of  an  average  of  any 
four  of  the  six  last  pre-war  trade  years  whenever  the  taxpayer 
can  satisfy  the  Commissioners  of  Inland  Revenue  that  the  three 
year  period  was  one  of  "abnormal  depression."  This  phrase  is 
defined  to  mean  that  the  average  of  the  three  last  pre-war  years 
must  "have  been  at  least  25  per  cent  lower  than  the  average 
profits  of  the  preceding  three  years. "^** 

Our  1917  law,  which  contemplated  a  deduction  of  the  average 
pre-war  earnings  from  the  profits  of  the  taxable  3'^ear  (but  not 
less  than  7  per  cent  or  more  than  9  per  cent),  required  the  aver- 
age of  the  three  years,  instead  of  any  two  of  such  years.  The 
1918  law  maintained  the  same  rule  for  the  war  profits  tax. 

A  bad  pre-war  year,  in  which  there  were  very  low  earnings  or 
a  loss,  is  eliminated  from  the  British  computation  of  pre-war 
profits.  With  us  the  bad  year  would  be  included,  but  if  the  year 
showed  a  loss,  the  earnings  of  the  two  good  years  were  divided 
by  three.  The  British  arrangement  is  decidedly  more  liberal  to 
the  taxpayer. 

When  Pre-War  Period  is  Short. — The  use  of  the  profits  stan- 
dard was  made  available  to  concerns  which  had  begun  business 
too  late  to  have  acquired  a  record  of  three  pre-war  trade  years 
within  the  following  limitations : 

1 — Where  there  have  been  but  two  pre-war  trade  years, 

the  taxpayer  has  the  option  of  the  last  or  the  average  of 

the  two,^*^  and 

1*5  Finance   (No.  2)    Act,  1915,  sec.  40   (2). 

ii^Ibid.,  Fourth  Schedule,  Part  II,  rule  1. 

^^T  Ibid.,  sec.  40  (2). 

ii&Ibid.,  Fourth  Schedule,  Part  II,  rule  3. 

149  A  deputation  from  the  Association  of  Chambers  of  Commerce  of  the 
United  Kingdom  asked  for  an  amendment  in  1917  which  would  permit  a  se- 
lection of  either  one  of  the  two  years,  but  the  request  was  ignored.  Depu- 
tation.    April  24,  1917,  pp.  3-4. 
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2 — Where  there  has  been  but  one,  the  profits  of  that  year 

are  taken  as  the  profits  standard. 

In  cases  where  there  lias  not  been  a  full  pre-war  trade  year  the 
pre-war  standard  is  not  a  profits  standard  at  all,  but  is  taken  to 
be  "the  statutory  percentage  on  the  average  amount  of  capital 
employed  in  the  trade  or  business  during  the  accounting 
period.""" 

In  New  Agencies,  Etc. — The  difficult  case  of  the  recently  estab- 
lished agency  or  business  involving  capital  of  such  relatively  small 
amount  that  the  percentage  standard  offered  nothing  substantial 
in  the  way  of  relief  is  met  in  the  statute  by  a  provision  granting 
a  special  profits  standard.  In  such  cases  the  pre-war  standard 
is  "computed  by  reference  to  the  profits  arising  from  any  trade, 
business,  office,  employment  or  profession  of  any  sort,  whether 
liable  to  Excess  Profits  Duty  or  not,  carried  on  by  the  agent  or 
other  person,  before  his  new  trade  or  business  commenced  as  if  it 
was  the  same  trade  or  business ;  but  only  to  the  extent  to  which 
the  income  from  the  former  trade,  business,  office,  employment 
or  profession  has  been  diminished. "^'^^ 

Our  1917  law  was  designed  to  avoid  this  problem  by  allowing 
a  very  liberal  specific  exemption ;  by  taxing  concerns  having 
only  nominal  capital  at  a  low,  flat  rate,  and  by  special  assessments 
based  on  a  comparison  of  the  taxpayer  with  representative  con- 
cerns. The  restriction  of  the  application  of  the  latest  American 
law  to  corporations  only  and  the  exemption  of  "personal  service 
corporations"  from  the  tax,  has  practically  eliminated  this  prob- 
lem in  this  country. 

In  Certain  Concerns  with  Pre-War  Losses. — An  important  re- 
lief provision  included  in  the  Finance  Act  of  1917"'  applied  to 
cases  where  several  distinct  and  separate  industries  are  carried 
on  under  one  management  but  with  separate  establishments  and 
records.  The  Commissioners,  in  computing  the  profits  standard 
for  such  concerns,  are  permitted  to  ignore  a  loss  sustained  by 
one  or  more  of  the  constituent  industries  in  a  pre-war  year  whose 
record  was  utilized  in  the  standard. 

Under  our  laws  the  rule  is  to  take  the  net  income  of  the  whole 

150  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  II,  rule  4.  Cf,  infra, 
p.  76. 

151  Ibid. 

132  Sec.  36  (5). 
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business,  including  all  establishments  and  branches  and  including 
all  subsidiary  corporations  in  case  of  consolidated  returns,  mak- 
ing due  allowance  for  all  losses  in  reaching  the  net  income  for 
the  pre-war  period. 

The  Percentage  Standard. — As  an  alternative  to  the  profits 
standard  there  is  the  percentage  standard  defined  in  the  statute 
as  "an  amount  equal  to  the  statutory  percentage^^^  on  the  capi- 
taP^*  of  the  trade  or  business  as  existing  at  the  end  of  the  last 
pre-war  trade  year.'^^^^ 

Thus  from  the  very  beginning  the  British  Duty  has  depended 
to  an  appreciable  extent  upon  invested  capital  as  a  standard  and 
there  has  been  a  progressive  increase  in  that  dependence  with 
each  year  because  of  new  business  concerns  launched  and  new 
capital  invested  in  old  concerns. 

The  percentage  standard  is  the  only  one  available  under  the 
statute  in  cases  where  there  has  been  less  than  one  pre-war  trade 
year.  In  such  cases  the  standard  is  established  by  applying  the 
statutory  percentage  to  the  "average  amount  of  capital  em- 
ployed in  the  trade  or  business  during  the  accouniing  period."^^^ 

The  statutory  percentage  was  originally  6  or  7  per  cent  for 
all  purposes,  the  lower  rate  applying  to  corporations.  In  1917 
the  7  per  cent  applying  to  unincorporated  businesses  was  increased 
to  8  per  cent  and  the  term  statutory  percentage  differentiated  in 
its  application.  It  was  now  made  different  in  its  amount  (to  the 
extent  of  3  per  cent)  when  used  for  calculating  the  percentage 
standard  on  old  capital  from  what  it  was  when  used  for  making 
calculations  on  the  basis  of  capital  introduced  since  the  outbreak 
of  the  war.  As  it  stands  today,  consequently,  the  percentages 
used  for  estabUshing  the  percentage  standard  are  6  and  8  per 
cent  in  the  case  of  capital  invested  in  the  business  at  the  end  of 
the  last  pre-war  trade  j^ear  and  9  and  11  per  cent  in  the  case  of 
new  capital,^^^  plus  any  additional  percentages  allowed  as  the 
result  of  appeals.^^* 

153  Cf.  infra,  p.  91  et  seq. 

154  Cf.  infra,  p.  80.  Invested  capital  is  separately  treated  because  of  its 
importance  and  because  it  is  utilized  for  other  purposes  than  the  establish- 
ment of  the  percentage  standard. 

155  Finance  (No.  Q)  Act,  1915,  sec.  40  (2). 
i^elbid.,  Fourth  Schedule,  Part  II,  rule  4. 

"^^T  Cf.  infra,  pp.  91-93.    It  is  proposed  to  raise  the  9  and  11  per  cent  to  10 
and  12  per  cent  in  the  1920  Finance  Act. 
158  Cf.  infra,  p.  130  et  seq. 
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Since  the  statutory  percentage  is  used  in  making  modifications 
in  the  profits  standard  as  well  as  in  the  percentage  standard  it 
is  treated  more  fully  in  an  independent  section.^'"' 

Modifications  of  the  Standard. — The  pre-war  standard  is  sub- 
ject to  a  variety  of  modifications  when  special  circumstances  are 
present. 

Modifications  of  "Rules"  by  Commissioners  or  Referees. — The 
taxpayer  may  apply  to  the  Commissioners  of  Inland  Revenue  for 
modification  of  any  of  the  rules  relating  to  the  standard  contained 
in  the  Fourth  Schedule/*^"  which  include  those  governing  the 
establishment  of  the  standard,  in  case  there  has  been  a  change  in 
the  constitution  of  a  partnership  or  in  case  of  "any  other  special 
circumstances  specified  in  regulations  made  by  the  Treasury. "^"^ 
If  the  Commissioners  refuse  to  grant  his  application  he  may  ap- 
peal to  the  Board  of  Referees. ^^^ 

Modifications  in  Standard  by  Referees. — Moreover,  in  the  fol- 
lowing two   cases   of  appeals   for  modifications   in   the   standard, 
the  Commissioners  are  without  original  authority  and  must  auto- 
matically transmit  the  petition  "unless  they  are  of  the  opinion 
that  the  application  is  frivolous  or  vexatious  or  relates  to  mat- 
ters already  decided  by  the  Board  of  Referees."  :^"^  applications 
1 — For  an  increase  in  the  statutory  percentage  or  for  a 
calculation  of  the  percentage   standard  in   the  case   of  any 
class  of  trade  or  business  in  which  the  amount  of  capital 
actually  employed  is  small  compared  with  the  capital  neces- 
sarily at  stake;  or 

2 — "For  an  alteration  in  the  pre-war  standard  of  profits 
as  respects  capital  employed  for  the  purpose  of  the  manu- 
facture of  war  materials  or  for  munitions  work  and  which 
could  not  be  expected  to  be  remunerative  or  fully  remunera- 
tive, except  in  time  of  war,  in  a  business  which  has  been 
wholly  or  mainly  carried  on  for  those  purposes. "^^* 
The  action  of  the  Board  of  Referees  with  regard  to  increases 

i^f  Cf.  infra,  p.  91  et  seq. 

160  Cf.  infra,  Appendix  A,  II. 

161  Finance   (No.  2)   Act,  1915,  sec.  40   (3). 

162  Cf.  infra,  p.  121  et  seq. 

163  Under  an  amendment  included  in  the  Finance  Act  of  1917  (sec.  25) 
the  Commissioners  may  transmit  such  a  petition  even  though  it  may  relate 
to  matters  already  decided. 

164  Ibid.,  sec.  42. 
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in  the  statutory  percentages  is  treated  in  another  place  {infra, 
p.  121  et  seq.). 

Allowances  for  Increases  or  Decreases  of  Invested  Capital. — 
Under  the  provisions  of  the  American  law  the  excess  profits  credit 
is  established  by  applying  the  statutory  rate  to  the  invested 
capital  "for  the  taxable  year.''^^^^  In  1918,  when  the  "war-profits 
credit"  was  available  as  an  alternative,  that  credit  was  estab- 
lished by  adding  to  or  subtracting  from  the  pre-war  profits  a  sum 
equal  to  ten  per  cent  of  the  capital  invested  in  or  withdrawn  from 
the  concern  since  the  pre-war  period. 

The  British  modifications  to  take  into  account  changes  in  in- 
vested capital  are  just  as  truly  modifications  in  the  pre-war  stan- 
dard but  for  the  sake  of  simplifying  the  procedure  the  adjust- 
ments are  made  by  adding  to  or  subtracting  from  the  taxable 
profits  of  the  current  accounting  period  rather  than  by  changing 
the  pre-war  standard  itself.  The  pre-war  standard,  ordinarily 
either  the  average  profits  of  certain  pre-war  years  or  the  statu- 
tory percentage  of  invested  capital,  remains  precisely  as  it  was, 
not  in  the  taxable  year,  but  at  the  end  of  the  last  pre-war  trade 
year.  Then,  if  capital  has  been  added  to  the  business  or  with- 
drawn from  it  the  proper  sum  is  subtracted  from  or  added  to  the 
profits  of  the  current  accounting  period  to  compensate  for  the 
change. 

Where  capital  has  been  increased  a  deduction  is  made  from  the 
profits  of  the  accounting  period  equal  to  9  per  cent  in  the  case 
of  corporations  and  11  per  cent  in  the  case  of  other  businesses 
"on  the  amount  by  which  the  capital  has  been  increased.'"®^ 
Where  capital  has  been  decreased,  an  addition  is  made  to  the 
profits  of  the  period  equal  to  6  per  cent,  in  the  case  of  corpora- 
tions, and  7  per  cent,  in  the  case  of  other  businesses,  on  the  de- 
crease.^®^ 

165  Revenue  Act  of  1918,  sec.  312.  There  is  a  specific  exemption  of  $3000 
and  the  rate  is  8  per  cent. 

166  Finance  (No.  2)  Act,  1915,  sec.  41  (1)  as  amended  by  Finance  Act, 
1917,  sec.  26  (1).  Before  1917  the  rates  were  6  and  7  per  cent.  This  pro- 
vision is  inoperative  in  the  case  of  the  purchaser  of  a  ship  under  certain 
conditions.   Finance  Act,   1916,  sec,  47    (e). 

167  Finance  (No.  2)  Act,  1915,  sec.  41  (2) ;  Finance  Act,  1917,  sec.  26.  For 
an  explanation  of  the  differences  between  the  rates  applied  to  the  amounts 
of  the  increases  and  decreases,  cf.  supra,  p.  14.  A  further  adjustment  is 
made  in  case  the  capital  is  changed  during  the  course  of  the  year  rather 
than  at  the  beginning. 
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Capital  is  determined  to  have  increased  or  decreased  by  com- 
paring the  capital  employed  in  the  current  period  with 

1 — "the  average  amount  of  capital  employed  during  the 

pre-war  trade  years  or  year  by  reference  to  whicli  the  profits 

standard  has  been  arrived  at,"  in  cases  where   the  pre-war 

standard  is  a  profits  standard,  or 

2 — "the   capital   on   whicli    the   percentage    standard    has 

been  calculated"  in  cases  where  the  percentage  standard  is 

used."^'" 
Capital  put  into  the  business  after  these  dates  and  withdrawn  or 
lost  before  the  current  accounting  period  is  ignored. 

Modification  for  Capital  Non-Remunerative  before  the  War. — 
An  adjustment  of  considerable  importance  which  has  no  counter- 
part in  our  procedure  is  that  which  is  made  in  the  profits  stan- 
dard because  of  capital  Avhich  while  invested  in  the  business  prior 
to  the  outbreak  of  the  war  became  remunerative,  or  fully  remuner- 
ative only  after  that  time.     The  statute  reads  :^'^^ 

"Where  any  capital  employed  in  a  trade  or  business  which  was 
so  employed  for  the  first  time  within  three  years  [increased  to 
six  years  in  1917]^^°  before  the  first  day  of  August,  nineteen 
hundred  and  fourteen,  has  only  commenced  to  be  remunerative 
or  fully  remunerative  in  the  accounting  period,  an  amount  equal 
to  the  statutory  percentage  (6  and  8  per  cent)  or  where  interest 
has  been  earned  on  the  capital,  but  at  a  rate  less  than  the  statu- 
tory percentage,  an  amount  which  would  bring  the  interest  earned 
on  the  capital  up  to  the  statutory  percentage,  as  the  case  may 
be,  shall  be  added  to  the  profits  standard." 

No  adjustment  is  required  for  capital  "ploughed  into  the  busi- 
ness" in  a  year  subsequent  to  the  pre-war  period  and  still  un- 
remunerative  during  the  accounting  period. 

Standard  in  Case  of  Change  in  Ownership  of  Business. — Where 
there  has  been  a  change  in  the  ownership  of  a  business  after  the 
commencement  of  the  three  last  pre-war  trade  years,  the  owner 
is  given  the  option  of  proceeding  as  though  the  concern  were  a 
new  one  (in  which  case  he  could  ordinarily  secure  recognition  of 
the  purchase  price  as  invested  capital)  or  of  adopting  the  stan- 

168  Finance  (No.  2)  Act,  1915,  sec.  41  (3).  For  a  discussion  of  invested 
capital  for  use  in  connection  with  the  calculation  of  the  percentage  stan- 
dard, cf.  infra,  p.  80  et  seq. 

^^9  Ibid.,  sec.  41  (4). 

"0  Finance  Act,  1917,  sec.  26  (7). 
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dards  of  the  old  business  as  those  of  the  new.^"^    No  such  optional 
arrangement  obtains  under  our  law. 

Modifications  of  Pre-War  Standard  in  Case  of  Shipping. — The 
authorities  found  that  in  the  case  of  shipping  a  considerable 
leakage  was  likely  to  develop^^^  because  of  the  fact  that  profits 
from  the  sale  of  ships  were  not  ordinarily  considered  taxable 
under  the  English  law.  Consequently  they  introduced  a  special 
section  in  the  1916  Finance  Act.^^^  which  attempted  to  meet  the 
situation  indirectly  through  a  modification  of  the  pre-war  stan- 
dard. This  clause  provided  substantially  that,  in  the  case  of  a 
ship  sold  after  the  beginning  of  the  war,  the  profit  not  being  sub- 
ject to  tax,  the  Commissioners  of  Inland  Revenue  might  insist 
that  the  pre-war  standard  of  the  ship  before  the  sale  be  passed 
on  with  the  ship  to  the  purchaser.  This  would  be  expected  in 
most  cases  to  increase  the  tax  liability  of  the  purchaser  and  re- 
duce the  price  at  which  the  sale  took  place.  The  government  in 
effect  foregoes  a  possible  tax  on  the  prospective  operating  profits 
subsequent  to  the  sale.  In  any  case,  the  section  shuts  off  possible 
evasion  through  the  device  of  inflating  invested  capital  by  selling 
one's  ships  and  replacing  them  by  others,  the  exchanges  both 
taking  place  on  a  high  price  level.^^* 

Determination  of  Invested  Capital 

Invested  capital  as  determined  under  the  British  rules  is  very 
much  the  same  thing  as  when  determined  under  our  rules.  In 
both  cases,  "proprietor's  capital"  is  the  fundamental  concept. 
Unrealized  appreciations  are  not  recognized  and  borrowed  money 
is  excluded  in  both  statutes.  The  chief  differences  are  two :  first, 
the  British  take  a  narrower  view  of  what  constitutes  investment 

171  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  II,  rule  1.  In  case 
the  old  standard  is  retained,  the  basis  of  computation  of  the  profits  for  the 
current  year  must  be  the  same  as  that  of  the  pre-war  years.  It  should  be 
noted  that  the  substitution  of  assets  is  not  considered  a  change  of  ownership. 
Ibid.,  rule  6. 

172  Cf.  supra,  p.  69  et  seq. 

173  Sec.  '47.  For  the  details,  cf.  infra,  Appendix  A,  III.  A  provision  in  tlie 
1915  statute  (Fourth  Schedule,  Fart  II,  rule  6),  aimed  to  prevent  avoidance 
of  the  Duty  by  single-ship  companies,  was  rendered  virtually  inoperative  by 
this  section. 

174  Insurance  money  received  from  lost  ships  is  not  recognized  in  such  a 
manner  as  to  reduce  the  Excess  Profits  Duty  which  would  be  normally  payable. 
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m  the  business,  excluding  everything  in  the  nature  of  securities 
owned  by  the  concern,  and  bank  balances  above  the  amount  re- 
quired for  the  purposes  of  the  business,  and,  second,  they  ignore 
the  liability  side  of  the  balance  sheet  and  build  up  their  invested 
capital  by  dealing  entirely  in  asset  items,  excluding  written-ofF 
depreciation  or  lost  assets  from  the  computation.  In  this  coun- 
try, the  sum  originally  invested  constitutes  an  irreducible  mini- 
mum. 

The  British  practice  in  refusing  to  recognize  "outside"  in- 
vestments as  capital  invested  and  their  refusal  to  grant  wide 
exemptions  from  taxation  to  the  purchasers  of  their  war  bonds, 
has  simplified  the  calculation  of  invested  capital  in  certain  re- 
spects and  complicated  it  in  others. 

Invested  Capital — When  Utilized  in  British  Procedure. — In- 
vested capital  plays  a  much  greater  role  in  British  procedure  than 
is  generally  realized.  This  concept  is  utilized  under  the  following 
specific  circumstances  : 

1 — As  the  basis  for  the  establishment  of  the  percentage 
standard.  This  standard,  which  is  resorted  to  whenever  its 
use  will  result  in  a  lower  charge  against  the  taxpayer,  is 
established  by  applying  the  statutory  rate  (ordinarily  6 
and  8  per  cent)  to  invested  capital  at  the  end  of  the  last 
pre-war  trade  year. 

2 — As  the  basis  for  adjustments  in  the  profits  of  the  cur- 
rent year  because  of  increases  or  decreases  in  the  amount  of 
capital  invested  since  the  outbreak  of  the  war.  Such  adjust- 
ments (amounting  ordinarily  to  9  or  11  per  cent  of  the  new 
capital  introduced  and  6  or  8  per  cent  of  the  old  capital 
withdrawn)  are  made  whether  the  profits  standard  or  the 
percentage  standard  is  used.  Moreover,  not  only  must  the 
amount  of  the  new  capital  introduced  or  the  old  capital  with- 
drawn be  calculated,  but  in  order  to  make  the  computation 
it  is  necessary  to  determine  the  total  amount  of  invested  capi- 
tal both  for  the  current  accounting  period  and  for  a  point 
in  time  before  the  outbreak  of  the  war.  In  case  the  profits 
standard  is  used,  the  pre-war  invested  capital  is  taken  to  be 
the  average  capital  employed  during  the  pre-war  year  or 
years.  In  case  the  percentage  standard  is  used  the  pre-war 
invested  capital  is  taken  ordinarily  to  be  the  amount  em- 
ployed at  the  end  of  the  last  pre-war  trade  year. 
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3 — As   the  basis   foi"  the  establishment  of  a  standard   in 
the  case  of  a  concern  which  was  not  in  existence  for  at  least 
one  year  before  the  war.    In  such  a  case  no  profits  standard 
is  available  as  an  option  and  the  pre-war  standard  is  simply 
taken  to  be  the  statutory  percentage  (ordinarily  9  and  11 
per  cent)  applied  to  the  average  amount  of  capital  employed 
during  the  accounting  period. 
It  is  apparent  that  there  is  scarcely  an  assessment  into  which 
invested  capital  does  not  enter.     It  must  be  calculated,  at  least 
roughly,  in  every  case,  but  because  of  the  practice  in  cases  of 
increases  or  decreases  of  capital  of  making  adjustments  in  cur- 
rent profits,  the  pre-war  invested  capital,  once  calculated,  need 
not  afterward  be  disturbed. 

Rules  Governing  the  Calculation  of  Invested  Capital. — The 
British  rules  governing  the  calculation  of  invested  capital  are 
here  quoted  in  full  :"^ 

1.  The  amount  of  the  capital  of  a  trade  or  business  shall,  so  far 
as  it  does  not  consist  of  money,  be  taken  to  be — 

(a)  so  far  as  it  consists  of  assets  acquired  by  purchase,  the  price 
at  which  those  assets  were  acquired,  subject  to  any  proper 
deductions  for  wear  and  tear  and  replacement,  or  for  un- 
paid purchase  money;  and 

(b)  so  far  as  it  consists  of  assets  being  debts  due  to  the  trade  or 
business,  the  nominal  amount  of  those  debts  subject  to  any 
reduction  which  has  been  allowed  in  respect  of  those  debts 
for  income  tax  purposes,  and 

(c)  so  far  as  it  consists  of  any  other  assets  which  have  not  been 
acquired  by  purchase,  the  value  of  the  assets  at  the  time 
when  they  became  assets  of  the  trade  or  business,  subject 
to  any  proper  deductions  for  wear  and  tear  or  replacement. 

Nothing  in  this  Part  of  this  schedule  shall  prevent  accumulated 
profits  employed  in  the  business  being  treated  as  capital. ^''^ 

2.  Any  capital  the  income  on  which  is  not  taken  into  account  for 
the  purposes  of  Part  I  of  this  Schedule,  and  borrowed  money 
or  debts,  shall  be  deducted  in  computing  the  amount  of  capital  for 
the  purpose  of  Part  III  of  this  Act. 

3.  Where  any  asset  has  been  paid  for  otherwise  than  in  cash, 
the  cost  price  of  that  asset  shall  be  taken  to  be  the  value  of  the 
consideration  at  the  time  the  asset  was  acquired,  but  where  a  trade 
or  business  has  been  converted  into  a  company  and  the  shares  in 
the  company  are  wholly  or  mainly  held   by  the   person  who  was 

175  Finance  (No.  2)   Act,  1915,  Fourth  Schedule,  Part  III. 

176  They   are  not  treated   as   capital   during   the   period   when   accumulated, 
however.     Finance  Act,  1916,  sec.  52. 
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owner  of  the  trade  or  business,  no  value  shall  be  attaelud  to  those 
shares  so  far  as  they  are  represented  by  good  will  or  otherwise  than 
by  material  assets  of  the  company  unless  the  Commissioners  of  In- 
land Revenue  in  special  circumstances  otherwise  direct.  Patents 
and  secret  processes  shall  be  deemed  to  be  material  assets. 

With  one  slight  exception,  the  addition  of  a  clarifying  state- 
ment regarding  accumulated  profits,^"  these  rules  liavc  stood 
without  modification  since  tlic  passage  of  the  law  in  1915.^^^ 

Borrowed  Money  Excluded  from  Invested  Capital. — As  is  the 
case  in  our  law,  the  British  statute  excludes  borrowed  money 
from  invested  capital;  "any  borrowed  money  or  debts"  are  de- 
ducted,"^ as  is  also  any  "unpaid  purchase  money"  on  assets.^*" 

The  British  authorities  have  serious  doubts  regarding  the 
soundness  tof  this  policy.  They  are  inclined  to  believe  that  a 
more  equitable  tax  would  result  if  borrowed  money  were  included 
in  invested  capital  and  interest  on  such  sums  deducted  from  tax- 

i"7  Finance  Act,  1916,  sec.  52. 

17S  In  this  country  invested  capital,  under  the  Revenue  Act  of  1018  means: 

(1)  Actual  cash  paid  in  for  stock  or  shares. 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  paid  in  for 
stock  or  shares,  irrespective  of  the  par  value  of  the  shares,  the  excess 
over  such  par  value  being  treated  as  paid-in  surplus. 

(3)  Paid-in  or  earned  surplus  and  undivided  profits. 

(4)  Intangible  property  (patents,  trade-marks,  good  will,  etc.)  to  an 
amount  not  to  exceed  the  lowest  of  these  values — 

(a)  the  actual  cash  value  at  the  time  paid  in, 

(b)  the  par  value  of  the  stock  issued  therefor,  or 

(c)  25  per  cent  of  the  par  value  of  the  outstanding  shares  of  stock 
on  March  3,  1917,  in  respect  of  all  intangible  property  paid  in  prior 
to  that  date  and  25  per  cent  of  the  par  value  of  the  stock  out- 
standing at  the  beginning  of  the  taxable  year  in  respect  of  all 
intangible  property  acquired  after  March  3,  1917. 

Intangibles  acquired  with  cash  are  fully  recognized.  For  more  detailed 
statement  cf.  Revenue  Act  of  1918,  sees.  335-326. 

The  Revenue  Act  of  1917,  differed  in  several  respects:  (a)  it  allowed  as 
invested  capital  the  value  on  January  1,  1914,  of  tangible  property  paid  in 
for  stock  prior  thereto,  provided  such  value  did  not  exceed  the  par  value  of 
the  stock  originally  issued  for  such  property;  (b)  it  made  a  distinction  be- 
tween patents  and  other  intangible  property,  allowing  with  respect  to  patents 
the  cash  value  at  the  time  paid  in  but  not  exceeding  the  par  value  of  the 
stock  issued  therefor.  A  limitation  of  20  per  cent  of  the  stock  outstanding 
on  March  3,  1917  applied  to  good-will,  trade-marks,  etc.  For  details  see 
Revenue  Act  of  1917,  section  207. 

179  Finance   (No.  2)   Act,  1915,  Fourth  Schedule,  Part  III,  rule  2. 

^solbid.,  rule  1. 
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able  profits.  They  have  no  solution,  however,  for  the  problem 
of  drawing  a  line  of  distinction  between  permanent  and  temporary 
debt  or  for  taking  into  account  the  intangible  element  of  per- 
sonal credit. 

Profits  Accumulating  During  the  Current  Accounting  Period. — 
The  original  statute  recognized  as  invested  capital  "accumulated 
profits  employed  in  the  business"^^^  as  reflected  in  asset  values. 
A  clarifying  amendment  in  1916  specifically  ruled  out  profits  ac- 
cumulating during  the  accounting  period. ^*^  British  and  Ameri- 
can statutes  are  in  accord  on  this  point.^®^  However,  the  British 
practice  of  permitting  returns  for  accounting  periods  of  less  than 
twelve  months  provided  a  method  by  which  recognition  of  accumu- 
lated profits  can  be  more  speedily  obtained.  The  concern  which 
secures  this  earlier  recognition,  however,  must  pay  its  tax  sooner 
than  the  concern  which  does  not  and  the  net  effect  is  favorable 
to  the  taxpayer  only  when  the  continued  possession  of  the  tax 
money  is  less  valuable  to  him  than  credit  obtained  through  the 
application  of  the  statutory  percentage  (9  or  11  per  cent,  nor- 
mally) to  the  new  capital.  Moreover,  in  actual  practice  the 
British  do  recognize  as  invested  capital  profits  accumulated  in 
a  current  accounting  period,  in  so  far  as  a  fixed  investment  in 
capital  assets  is  made  out  of  such  profits. 

"Inadmissible"  Assets. — The  British  statute  declares  that  "any 
capital  the  income  on  which  is  not  taken  into  account  for  pur- 
poses of  the  Duty  shall  be  deducted  in  computing  invested  capi- 
tal."^^*  This  has  the  effect  of  excluding  investments  made  by 
business  concerns  whose  principal  business  does  not  consist  of 
making  such  investments.^^^ 

The  section  quoted  above  is  that  which  corresponds  closely  to 
our  section  defining  "inadmissible  assets, "^^^  but  the  British  are 

181  Finance   (No.  2)   Act,  1915,  Fourth  Schedule,  Part  III,  rule  1. 

182  Finance  Act,  1916,  sec.  52. 

183  Revenue  Act  of  1918,  sec.  326.  Under  our  1917  statute  the  Treasury 
did  allow  the  inclusion  of  such  earnings  in  the  case  of  individuals.  It  is 
possible  that  our  courts  would  hold  that,  under  the  language  of  the  Revenue 
Act  of  1917,  current  earnings  invested  in  fixed  assets  during  the  year  should 
be  included  in  invested  capital  from  the  date  of  such  investment,  notwith- 
standing the  Treasury  rulings  to  the  contrary. 

184  Finance   (No.  2)    Act,  1915,  Fourth  Schedule,  Part  III,  rule  S. 

185  Ibid.,  Part  I,  rule  8. 

186  Revenue  Act  of  1918,  sec.  325   (a). 
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spared  the  trouble  of  specifying  the  conditions  under  which  inad- 
missible assets  shall  change  their  stripes  and  be  admitted,  after 
all,  to  the  computation  of  invested  capital.  Here  such  readmis- 
sions  must  be  permitted  because  (1)  taxable  profits  may  have 
been  derived  from  the  sale  of  such  assets  in  certain  cases,  or  (2) 
in  order  to  carry  tax-exempt  securities  the  concern  has  paid  in- 
terest on  borrowed  money  which  is  not  deductible  in  calculating 
net  income.  In  England  they  do  not  ordinarily  tax  gains  through 
appreciation  of  capital.  Neither  do  they  have  tax-exempt  securi- 
ties in  important  quantities  nor,  consequently,  limitations  on  the 
deduction  of  interest  on  money  borrowed  to  purchase  or  carry 
such  securities.  Their  problem  is  comparatively  uncomplicated 
and  simple. 

In  our  Revenue  Act  of  1917  appeared  somewhat  conflicting 
provisions  as  to  the  deduction  from  invested  capital  of  borrowed 
money  (from  the  liability  side  of  the  balance  sheet)  and  inad- 
missible assets,  that  is,  assets  the  income  from  which  was  not 
subject  to  the  excess  profits  tax  (from  the  asset  side  of  the  bal- 
ance sheet).  The  conflict  was  reconciled  by  practically  assum- 
ing that  the  inadmissible  assets  were  acquired  with  the  borrowed 
money  and  a  deduction  from  the  assets  was  required  only  to  the 
extent  that  the  inadmissible  assets  exceeded  the  borrowed  money. 
The  Revenue  Act  of  1918,^^^  contains  a  much  more  complicated 
provision  based  on  the  principle  that  the  capital  and  the  bor- 
rowed money  shall  be  considered  to  be  invested  in  all  assets  in 
proportion.     Thus : 

Admissible  assets  .  .  ,   $100,000     Capital    $100,000 

Inadmissible  assets..      100,000     Borrowed  money....      100,000 

will  give  the  taxpayer  $100,000  invested  capital  under  the  Reve- 
nue Act  of  1917  but  only  $50,000  invested  capital  under  the 
Revenue  Act  of  1918. 

The  British  practice  in  this  respect  is  to  consider  each  case  in 
the  light  of  its  particular  facts ;  to  include  or  exclude  invest- 
ments on  the  consideration  of  whether  or  not  the  money  so  in- 
vested is  properly  held  for  the  uses  of  the  business  and  only 
temporarily  invested  in  outside  securities.  Borrowed  money  is 
allocated  to  the  investment  assets  or  the  business  assets  according 
to  the  facts  in  each  particular  case.  Where  the  statutory  per- 
centage deduction  is  low  (6  per  cent  on  invested  capital)  it  seems 

187  Sec.  326  (c). 
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the  question  is  not  deemed  to  be  very  important.  Where  the 
statutory  percentage  deduction  has  been  raised  by  the  Board  of 
Referees  the  question  of  inclusion  or  exclusion  of  investment 
assets  or  the  allocation  of  borrowed  money  is  generally  consid- 
ered to  be  a  matter  for  special  ruling  by  the  Commissioners. 

The  British  are  much  more  strict  than  we  are  in  that  they  de- 
cline to  recognize  as  invested  capital  any  resources  which  are 
not  used  directly  in  the  business  or  will  not  soon  be  so  used.  In 
this  country  the  resources  owned  by  the  corporation  are  much 
more  freely  recognized,  whether  they  be  investments  in  other 
businesses,  government  bonds,  or  bank  deposits.^**  In  some  cases 
the  assignment  of  idle  bank  balances  or  investments  in  securities 
to  corporations  for  use  as  invested  capital  has  reached  the  pro- 
portions of  an  abuse.  The  recognition  of  our  government  bonds 
as  invested  capital,  even  when  the  income  from  those  bonds  need 
not  be  included  in  taxable  profits^®^  is  an  indirect  bonus  whose 
proportions  are  but  faintly  realized. 

In  Great  Britain  all  investments  by  a  business  outside  the  con- 
cern itself  are  eliminated  from  invested  capital,  except  when  it 
can  be  shown  that  the  investment  is  essentially  temporary  in  its 
character  and  that  the  money  will  be  needed  for  purposes  of  the 
business^^°  in  a  short  time,  the  period  usually  being  set  at  one 
year.  This  rule  applies  to  investments  in  Government  securi- 
ties^^^  and  to  bank  deposits  as  it  applies  to  other  investments.  It 
has  been  insisted  upon  in  some  border-line  cases  in  which  the  in- 
vestment was  very  closely  related  to  the  purposes  of  the  business 
in  question.  For  example,  a  coal  agent  was  refused  permission 
to  include  in  his  invested  capital  investments  which  he  had  made 
in  certain  collieries  with  the  purpose  of  securing  the  agency  busi- 
ness involved  in  the  disposition  of  the  output  of  the  collieries. 

Accrued  Taxes  as  Invested  Capital. — The  British  practice  is 
to  regard  the  amount  of  income  tax  and  excess  profits  tax  as  a 
liability  from  the  date  the  tax  is  payable,  and  to  require  a  deduc- 
tion from  invested  capital  of  such  amounts  in  computing  the  capi- 
tal at  that  date. 

188  Cf.  supra,  p.  12. 

189  Revenue  Act  of  1918,  sec.  325  (a). 

190  In  cases  where  the  investment  is  excluded  from  invested  capital,  the  in- 
come, of  course,  is  deducted  from  taxable  profits. 

191  However  the  commissioners  have  not  applied  this  rule  so  as  to  reduce, 
in  effect,  the  pre-vi'ar  invested  capital  of  a  concern. 
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Effect  of  Depreciation  and  Depletion  upon  Invested  Capital. — 
The  British  practice  with  regard  to  deductions  from  profits  for 
depreciation  has  been  fully  discussed  in  another  place/"*"  It  only 
remains  to  consider  here  what  effects  these  deductions,  whose  very 
allowance  implies  a  diminution  in  value  of  the  invested  asset,  have 
upon  the  invested  capital  of  the  concern  for  purposes  of  the  Duty. 

It  will  be  recalled  that  the  British  build  up  their  concept  of 
invested  capital  from  the  items  on  the  asset  side  of  the  balance 
sheet  and  do  not  avail  themselves  of  the  principle  incorporated 
in  our  law  which  regards  as  inviolate  the  amount  of  capital  origi- 
nally invested  in  the  business.  The  most  important  difference  be- 
tween the  British  and  the  American  practice  with  respect  to  de- 
preciation in  relation  to  invested  capital  rests  on  this  distinction. 
Here  a  concern's  invested  capital  does  not  sink  below  the  level  of 
the  original  investment  as  represented  by  the  item  on  the  liability 
side  of  the  balance  sheet  consisting  of  money  or  property  (under 
certain  limits)  paid  in  for  stock.  It  does  not  sink  below  that 
level  for  purposes  of  our  tax  even  though  the  value  of  the  total 
assets  of  the  business  have  actually  shrunk  below  that  amount 
through  the  fact  that  depreciation  has  been  inadequately  pro- 
vided for  or  the  fact  that  depreciation  funds  have  been  lost  or 
dissipated.  In  Great  Britain,  on  the  other  hand,  the  allowance 
of  a  given  deduction  for  depreciation  involves  automatically  a 
reduction  in  invested  capital  as  of  the  end  of  the  period  when  the 
deduction  is  made  without  regard  to  any  limitation  such  as  the 
amount  of  the  original  investment.  The  statute  merely  says 
"assets  .  .  .  subject  to  any  proper  deductions  for  wear  and 
tear  or  replacement."^^^  Quantitatively  the  whole  point  is  unim- 
portant. 

While  it  is  true  that  the  sum  set  aside  for  depreciation  reserve 
is  recognized  as  invested  capital  when  used  to  purchase  additional 
assets  for  the  business,  it  is  not  so  considered  if  it  is  invested  out- 
side the  business.  In  this  country  we  do  not  discriminate  between 
investments  within  and  without  the  business  so  long  as  the  owner- 
ship of  the  capital  continues  with  the  concern. 

It  is  interesting  to  note,  however,  that  the  British  will  recog- 
nize deductions  from  profits  because  of  postponed  renewals  or 
repairs  without  insisting  upon  a  corresponding  reduction  in  the 
value  of  the  asset  for  purpose  of  invested  capital. 

192  Cf.  supra,  p.  48  et  seq. 

193  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  III,  rule  1  (a  and  c). 
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The  narrowness  of  the  depreciation  and  depletion  allowances^** 
permitted  under  British  income  tax  procedure  reflects  itself  in 
invested  capital.  As  has  been  seen,  ordinary  depreciation  has 
been  deductible  only  in  the  case  of  plant  and  machinery  of  busi- 
ness concerns.  The  general  rule  is  that  such  deductions  are 
proper  only  when  the  asset  has  diminished  in  earning  power  or 
when  the  expenditure  on  repairs  has  increased  with  the  age  of 
the  asset.  Of  course  if  exceptional  depreciation  is  applied  for 
and  secured  (and  such  appeals  are  decided  on  the  basis  of  indi- 
vidual applications),  the  deductions  must  be  eliminated  from  in- 
vested capital.  However,  the  situation  is  such  that  many  assets, 
which  in  this  country  would  be  reduced  in  value  ^^^  whether  de- 
preciation had  been  charged  off  by  the  concern  or  not,  continue  to 
appear  in  English  calculations  of  invested  capital  at  the  full 
amount  of  their  original  cost. 

The  non-allowance  of  depletion  under  the  income  tax^®^  has  a 
marked  effect  upon  the  invested  capital  of  mining  and  similar 
concerns.  It  is  possible  for  them  to  continue  to  use  as  invested 
capital  the  full  original  cost  of  the  property  up  to  the  time  when 
the  last  bit  of  ore  is  extracted.  The  allowance  for  depletion  for 
purposes  of  the  Excess  Profits  Duty,  which  is  indirectly  given 
through  the  increased  statutory  percentage  does  not  operate  in 
such  a  manner  as  to  reduce  the  amount  of  the  figure  representing 
capital  invested.  Patents,  also,  are  included  at  their  full  value 
on  the  theory  that  their  earning  power  remains  unlimited  until 
expiration. 

Losses  Through  Bad  Debts  Deductible  from  Invested  Capital. — 
The  British  deduct  their  losses  for  bad  debts,  when  arriving  at 
taxable  income  for  income  tax  purposes,  not,  it  is  true,  through 
the  deduction  of  reserves  for  bad  debts,  but  rather  through  the 
device  of  evaluating  the  debts  due  the  business  at  the  end  of  the 
period  and  charging  off  the  estimated  shrinkage,  which  amounts 
to  very  much  the  same  thing  so  far  as  stabilizing  annual  losses 
is  concerned.  In  constructing  their  invested  capital  for  Excess 
Profits  Duty  purposes,  the  nominal  amount  of  debts  due  the  busi- 
ness is  "subject  to  any  reduction  which  has  been  allowed  in  re- 
spect of  debts  for  income  tax  purposes.'"®'^ 

194  Cf.  supra,  p.  48. 

195  Except  for  the  limitation  of  the  total  original  capital. 

196  Cf.  supra,  p.  55  et  seq. 

197  Finance  (No.  2)  Act,  1915,  Fourth  Schedule,  Part  III,  rule  1   (b). 
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In  this  country  a  bad  debt  is  not  deductible  until  the  loss  is 
actually  established;  no  reserves  for  bad  debts  are  recognized  for 
income  tax  purposes.  This  has  the  effect  of  making  it  possible 
for  a  concern  which  nevertheless  maintains  a  reserve  for  bad 
debts  to  carry  that  reserve  to  surplus  at  the  beginning  of  the 
taxable  year  and  utilize  it  as  invested  capital  for  the  entire  year. 

Of  course,  if  an  English  concern  realizes  more  on  a  debt  than 
its  appraised  worth,  it  will  become  taxable  on  the  difference  and 
the  profits  so  increased  will  be  measured  by  an  invested  capital 
standard  which  has  been  diminished  by  the  amount  of  the  under- 
appraisal.  In  this  country  such  a  concern  would  be  given  an 
invested  capital  standard  based  upon  the  nominal  value  of  the 
debt  and,  in  case  part  or  all  of  it  failed  to  materialize  later,  it 
would  be  free  to  deduct  the  loss  from  its  profits.  Take  the  case 
of  a  $20,000  debt  arising  in  1919  which  is  appraised  at  50  per 
cent  at  the  end  of  the  year.  The  English  concern  would  be  taxed 
on  a  profit  smaller  by  $10,000  than  the  American  because  the 
American  could  not  deduct  its  reserve  for  the  bad  debt.  But 
the  English  concern's  invested  capital  would  immediately  drop  by 
the  amount  of  the  $10,000.  Next,  suppose  that  after  all  the 
$20,000  debt  is  paid  during  the  year  1920.  The  English  concern 
is  taxable  upon  $10,000  in  that  year  but  now  has  an  invested 
capital  which  is  smaller  by  $10,000  than  that  of  the  American 
concern. 

Certain  Losses  Recognized  as  Invested  Capital, — The  Finance 
Act  of  1917^^*  gave  the  Commissioners  special  powers  in  comput- 
ing the  invested  capital  of  concerns  where,  due  to  trading  losses 
suffered  during  the  six  pre-war  trade  years,  former  assets  had 
ceased  to  form  part  of  the  assets  of  the  business  or  the  indebted- 
ness of  the  concern  had  increased.  In  such  cases  the  commission- 
ers may  establish  their  invested  capital  "as  though  there  had  been 
no  such  loss  of  assets  or  increase  of  borrowed  money  or  debts." 
There  is  no  provision  in  our  statute  which  corresponds  to  this 
precisely  but  our  arrangement  whereby  invested  capital  is  not 
reduced  below  the  amount  originally  "sunk"  in  the  business  should 
be  borne  in  mind  in  making  comparisons. 

Valuation  of  Assets  Acquired  by  Exchange. — The  general  rule 
for  valuing  an  asset  which  has  been  paid  for  otherwise  than  in 
cash  is  "the  value  of  the  consideration  at  the  time  the  asset  was 

198  Sec.  26   (6). 
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acquired,"^^^  but  this  is  subject  to  the  restriction  in  case  of  stock 
received  for  good-will  in  certain  incorporations. "°° 

Good-Will  and  Patents. — Good-will  is  recognized  as  invested 
capital  when  paid  for  either  in  cash  or  in  stock  except  that  when 
individuals  incorporate  their  business,  receiving  stock  for  their 
good  will  the  transaction  is  not  countenanced.  The  rule  gov- 
erning this  exception  reads  as  follows : 

"Where  a  trade  or  business  has  been  converted  into  a  com- 
pany""^ and  the  shares  in  the  company  are  wholly  or  mainly 
held  by  the  person  who  was  the  owner  of  the  trade  or  busi- 
ness, no  value  shall  be  attached  to  those  shares  so  far  as  they 
are  represented  by  good-will  or  otherwise  than  by  material 
assets  of  the  company,  unless  the  Commissioners  of  In- 
land Revenue  otherwise  direct.  Patents  and  secret  processes 
shall  be  deemed  to  be  material  assets."^"^ 

Good-will,  however,  is  so  defined  as  to  exclude  patents  and  secret 
processes.  These  are  deemed  to  be  tangible  property  (material 
assets).  Trade  marks  and  trade  names  are  considered  to  bear  a 
close  relation  to  good-will,  although  it  is  recognized  that  no  dis- 
tinct line  can  be  drawn  easily  between  these  and  patents.  Under 
any  special  circumstances,  therefore,  the  Commissioners  of  In- 
land Revenue  may  rule  specifically. 

The  restrictive  provision  in  the  British  Act  as  to  recognizing 
good-will  in  the  case  of  incorporation  is  strictly  construed  and 
unless  the  shares  of  the  new  company  are  wholly  or  mainly  held 
by  the  person  who  was  the  owner  of  the  former  business,  value  is 
allowed  to  be  placed  on  the  good-will.  Thus,  in  one  case  where 
the  husband  had  been  the  owner  of  the  business  and  on  incorpo- 
ration the  wife  received  a  large  part  of  the  shares  allotted  for 
good-will,  the  value  of  the  good-will  was  allowed  as  invested  capi- 
tal of  the  company.  Moreover,  "wholly  or  mainly"  as  used  in  the 
statute  is  interpreted  to  mean  about  95  per  cent. 

The  treatment  of  expense  of  creating  good-will  presents  an  in- 
teresting feature  of  the  British  practice.     In  one  case  it  appears 

199  Finance   (No.  2)   Act,  1915,  Fourth  Schedule,  Part  III,  rule  3. 

200  Cf.  following  paragraph. 

201  The  provision  giving  the  new  concern  the  option  of  the  standard  of  the 
old  concern  or  the  percentage  standard  on  its  own  invested  capital  is  applied 
in  practice  to  "amalgamations,"  a  term  corresponding  roughly  to  our  re- 
organizations. 

202  Ibid. 
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that  a  company  had  losses  in  the  first  five  years  of  its  existence 
amounting  to  a  considerable  sum,  carried  on  the  asset  side  of  the 
balance  sheet  as  "Profit  and  Loss  Account."  This  was  considered 
practically  to  represent  an  expenditure  for  good-will,  although 
not  so  called,  and  to  be  properly  allowable  as  invested  capital. 

The  British  practice  of  declining  to  recognize  good-will  as  in- 
vested capital  in  cases  of  certain  incorporations,  narrowly  con- 
fined though  it  is  in  its  application,  has  been  the  cause  of  con- 
siderable inequality.  The  British  have  made  little  effort  to  alle- 
viate the  situation  because  of  the  temporary  character  of  the  tax. 

However,  the  British  restriction  is  trifling  and  insignificant 
compared  with  the  rigid,  arbitrary  25  per  cent  limit  applied  to 
intangibles  by  our  law."°^  Patents,  it  will  be  recalled,  are  classi- 
fied as  intangibles  along  with  good-will  and  made  subject  to  the 
limit.  In  Great  Britain  patents  and  secret  processes  fall  entirely 
outside  their  very  moderate  limitation. 

The  Statutory  Percentage 

General. — In  the  original  act  the  statutory  percentage  was 
made  "6  per  cent  in  the  case  of  a  trade  or  business  carried  on  or 
owned  by  a  company  or  other  body  corporate,  and  7  per  cent  in 
the  case  of  any  other  trade  or  business. "^°*  In  accounting  periods 
ending  on  or  after  January  1,  1917  (on  which  date  the  80  per 
cent  rate  came  into  effect),  the  7  per  cent  was  increased  to  8  per 
cent."''^  From  the  same  date  other  increases  were  made  effective, 
in  so  far  as  the  rate  was  used  for  certain  particular  purposes. 
Thus  the  general  statutory  percentages  of  6  and  8  per  cent  were 
increased  by  3  per  cent  (to  9  and  11  per  cent)  first,  when  used  to 
ascertain  "the  deduction  to  be  made  from  the  profits  of  the  ac- 
counting period  in  respect  of  increased  capital,"  or  second,  when 
used  to  ascertain  "the  pre-war  standard  of  profits  in  cases  where 
there  has  not  been  one  pre-war  trade  year."^"'^  It  is  proposed  in 
1920  to  make  these  rates  10  and  12  per  cent. 

It  is  particularly  worthy  of  note  that  the  amendment  of  1917 
specified  the  use  of  the  increased  rate  in  the  calculation  of  the 
deduction  to  be  made  from  the  profits  of  the  current  period  in 
respect  of  increased  capital  without  its  application  to  the  calcu- 

203  Revenue  Act  of  1918,  sec.  326  (4  and  5). 

204  Finance  (No.  2)  Act,  1915,  sec.  40  (2). 

205  Finance  Act,  1917,  sec.  26   (2). 

206  76Jrf.,  sec.  26  (1). 
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lation  of  the  addition  to  be  made  in  respect  of  decreased  capi- 
tal.^°^  That  is,  the  theory  behind  the  changes  was  (1)  that  a 
greater  differentiation  should  be  made  between  incorporated  and 
unincorporated  business  (hence  the  increase  from  7  to  8  per  cent) 
and  (2)  that  capital  invested  since  the  outbreak  of  the  war  should 
be  given  a  greater  allowance  than  that  invested  earlier  (hence  the 
additional  3  per  cent  in  the  two  cases  specified). 

The  differentiation  between  incorporated  and  unincorporated 
businesses  of  1  per  cent  before  January  1,  1917,  and  2  per  cent, 
thereafter,  was  designed  to  compensate  for  the  advantage  pos- 
sessed by  the  incorporated  concern  with  respect  to  the  fact  that 
they  are  permitted  to  deduct  salaries  of  managers  in  determining 
their  profits.=^°' 

The  following  tabulation  summarizes  the  standard  percentages 
as  they  now  stand: 

Statutory  Percentage 

Accounting  periods  ended  after  31st  December,  1916.     Not  including  increases 

by  the  Board  of  Referees. 


Purposes    for   which    Percentage  rT^^u^^"^ 

is  applicable  o^^^'"  ^ody 

'    corporate 


Any    other 
trade,  or 
business 


Percentage  Standard  where  optional  with  Profits 
Standard    

Percentage  Standard  (obligatory)  where  there  has 
not  been   one   pre-war   year 

Deduction  from  profits  of  Accounting  Period 
where  capital  has  been  increased 

Addition  to  profits  of  Accounting  Period  where 
capital    has   been    decreased 

Addition  to  Profits  Standard  where  capital  has 
been  unremunerative  or  not  fully  remunera- 
tive     


8 
11 
11 

7 


Applications  for  Increase. — The  Finance  Act  of  1915  specified 
that  the  statutory  percentage  then  established,  6  and  7  per  cent, 
should  be  subject  to  increase  in   certain   cases   upon   appeal.*"* 

207  Finance  Act,  1917,  sec.  26  (2). 

208  Cf.  supra,  p.  14.  A  similar  situation  in  this  country  during  the  year 
1917,  when  the  excess  profits  tax  applied  to  partnerships  and  individuals,  was 
met  by  permitting  concerns  which  had  made  no  deductions  for  salaries  to 
charge  off  an  equitable  amount  which  varied  from  case  to  case.  It  was 
interesting  to  find  that  the  British  regard  this  as  impossibly  arbitrary  pro- 
cedure. Yet  we  regard  the  degree  of  power  delegated  to  their  administra- 
tion as  alarmingly  great! 

209  Finance   (No.  2)   Act,  1915,  sec.  40   (2). 


Interpretation  and  Procedure  98 

The  increased  rates  which  went  into  effect  on  January  1,  1917, 
were  specifically  stated  to  be  in  addition  to  any  special  increases 
granted  as  the  result  of  such  appeals."^"  A  full  treatment  of  the 
process  and  results  of  appeals  for  increases  in  the  statutory  per- 
centage will  be  found  in  connection  with  the  discussion  of  Appeals 
on  page  115  ct  seq. 

Administration — General 

Importance  of  Good  Administration  Recognized. — The  English 
appear  to  realize  more  keenly  than  do  we  in  this  country  the 
fundamental  importance  of  good  administration  of  tax  laws  gen- 
erally and  particularly  of  a  law  such  as  the  Excess  Profits  Duty 
which  requires  the  very  finest  ability  in  analyzing  the  accounts  and 
making  the  complicated  adjustments.  The  establishment  of  the 
Duty  was  delayed  some  time  until  assurances  could  be  given  that 
the  administration  could  be  properly  cared  for.  In  introducing 
the  measure  Mr.  jNlcKenna  displayed  a  lively  appreciation  of  the 
fact  that  the  success  of  the  tax  depended  upon  the  quality  of  the 
administration.  As  he  contended,  the  question  of  increasing  the 
taxes  "is  as  much  a  question  of  machinery  as  anything  else. 
Every  new  tax  imposes  a  new  burden  upon  the  Board  of  Inland 
Revenue  and  the  Office  of  Customs  and  Excise.  They  have  a 
certain  staff — an  admirable  staff,  but  necessarily  limited  in  size 
— and  we  have  to  take  care,  unless  our  whole  proposals  for  tax- 
ation are  to  prove  a  fiasco,  that  the  duties  thrown  upon  the  Board 
of  Inland  Revenue  and  the  Customs  and  Excise  are  duties  they 
can  perform  in  the  course  of  the  financial  year.'"^^ 

This  anxiety  lest  taxes  should  be  imposed  which  would  prove 
too  difficult  to  be  well  administered  appears  again  and  again  in 
the  debates.  Thus  in  discussing  possible  new  taxes  in  1918  Mr. 
Bonar  Law  declared  that  "It  has  always  been  the  pride  of  the 
British  Government  in  regard  to  taxation  that  evasion  should  not 
be  permitted"^^^  and  he  rejected  certain  proposals  because  ade- 
quate administration  could  not  be  provided. 

This  recognition  of  the  importance  of  the  administrative  work 
impressed  the  writer  deeply  in  the  course  of  his  survey.  It  ap- 
peared to  be  one  of  the  most  striking  points  of  contrast  with  the 
American  situation.     The  Chancellor  of  the  Exchequer,  for  ex- 

210  Finance  Act,  1917,  sec.  26   (3). 

211  Debates,  74:345. 

212  Ibid.,  105:709. 
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ample,  evidenced  great  pride  in  the  skill  and  ability  of  the  Inland 
Revenue.  The  same  spirit  was  indirectly  shown  when  others  ex- 
pressed the  most  complete  scorn  for  those  countries  which  per- 
mitted lax  administration  of  their  revenue  laws. 

Wide  Discretion  Vested  in  Administrative  Authorities. — How- 
ever, while  the  English  realize  the  necessity  of  building  up  a  civil 
service  adequate  to  the  administrative  task  involved  in  a  new  tax, 
once  they  feel  they  have  a  dependable  corps  of  administrators  they 
do  not  hesitate  to  vest  them  with  great  authority  and  respon- 
sibility. A  mere  reading  of  the  statute  is  sufficient  to  show  the 
striking  extent  to  which  they  depend  upon  administrative  discre- 
tion in  assessing  and  collecting  the  Duty.  Upon  nearly  a  score 
of  points  the  act  grants  the  Commissioners  of  Inland  Revenue  dis- 
cretionary power  or  power  to  give  particular  directions.  The 
power  is  usually  granted  in  broad  terms.  Thus,  if  in  certain  cases 
the  commissioners  are  convinced  that  there  should  be  changes  in 
the  Fourth  Schedule  which  contains  the  rules  for  calculating 
profits,  invested  capital,  statutory  percentages,  etc.,  they  are 
given  "power  to  allow  such  modification  of  any  of  the  provisions 
of  that  schedule  as  they  may  think  necessary  in  order  to  meet 
the  particular  case."^^^  Among  the  powers  granted  them  are 
these:  rejection  of  frivolous  and  vexatious  applications  to  the 
Board  of  Referees  ;^^*  postponement  of  payment  of  Duty  in  cases 
under  appeal  ;^^^  determination  of  length  of  accounting  period 
where  accounts  are  irregularly  made  up  or  not  made  up;^^^  per- 
mission to  pay  by  instalments  ;'^"  treatment  of  a  company  as  a 
firm  and  directors  as  partners,^^^  etc.,  etc. 

Size  of  Administrati/ve  Problem. — The  proportions  of  the  ad- 
ministrative task  cannot  be  guaged  in  this  case  by  the  mere  num- 
ber of  assessments,  nor  can  they  be  grasped  by  a  numerical  com- 
parison between  the  two  countries.  Other  elements  are  of  great 
importance,  such,  for  example,  as  the  complexity  of  the  laws  ad- 
ministered and  the  portion  of  the  administrative  work  which  is 
shifted  to  the  shoulders  of  the  taxpayer  himself. 

So  far  as  the  comparative  complexity  of  the  laws  is  concerned, 

213  Finance  (No.  2)   Act,  1915,  sec.  40   (3). 
2i4  76tU,  sec.  42. 
215  Ibid.,  sec.  45  (6). 
2i6/6irf.,  sec.  38   (2). 

217  Ibid.,  sec.  45   (1).  i 

218  Finance  Act,  1916,  sec.  '49  (1). 
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the  advantage  of  simplicity  lies  with  Great  Britain,  although  the 
advantage  is  not  so  decisive  as  might  be  assumed  at  first  glance. 
For,  after  all,  the  British  Standard  is  an  alternative  one  and  the 
calculation  of  invested  capital  must  be  made  in  approximate 
fashion  in  almost  every  case.  The  administrators  state  that  fully 
80  per  cent  of  the  assessments  are  ultimately  made  on  the  basis  of 
the  profits  standard,  rather  than  the  percentage  standard,  but 
even  when  the  profits  standard  is  used  there  are  the  modifications 
to  be  made  because  of  variations  in  invested  capital.  However, 
the  calculation  of  invested  capital  is  decidedly  less  complicated 
under  the  British  statute  than  under  ours,  while  determination 
of  profits  is  probably  more  so,  due  to  the  adjustments  necessary 
to  eliminate  investment  income  and  capital  gains  and  to  make  the 
collection-at-source  adjustments.  The  profits  standard  is,  of 
course,  more  simple  than  the  percentage  standard  and  since  with 
each  passing  year  there  is  an  increase  in  the  percentage  of  con- 
cerns using  the  latter  because  of  the  initiation  of  new  businesses 
and  transfers  in  ownership  of  old  ones,  the  British  administrative 
problem  constantly  tends  from  this  cause  to  become  somewhat 
more  complicated. 

When  one  comes  to  consider  the  distribution  of  the  labor  of 
assessment  between  the  administration  and  the  taxpayer,  the  case 
is  very  plain.  In  Great  Britain  the  Inland  Revenue  has  assumed  a 
much  larger  share  of  the  burden  than  our  Bureau  of  Internal 
Revenue.  In  England  the  imposition  of  the  Duty  imposed  prac- 
tically no  additional  burden  of  calculation  at  all  upon  the  tax- 
payer. The  local  tax  "surveyor"  ordinarily  already  had  on  file 
information  necessary  to  determine  the  liability  of  the  concern. 
In  cases  of  difficulty  this  surveyor  supplied  the  taxpayer  with 
skilled  advice  and  assistance  in  the  preparation  of  returns  and 
ordinarily  was  able  to  arrive  at  an  "agreement"^^^  without  re- 
quiring an  appreciable  amount  of  effort  and  time  on  the  part  of 
the  taxpayer.  The  fact  that  the  taxpayer  can  trust  the  surveyor 
to  protect  his  interest  as  well  as  that  of  the  government  is  a  fea- 
ture which  impresses  the  American  observer. "^° 

About  50  per  cent  of  British  business  concerns  report  on  the 
basis  of  accounting  periods  which  do  not  coincide  with  the  calen- 
dar year.  This  results  in  a  desirable  distribution  of  the  assess- 
ment work  throughout  the  twelve  months.      On  the  other  hand, 

219(7/.  infra,  p.  107  et  seq. 
220  Cf.  infra,  p.  103  et  seq. 
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the  British  practice  of  establishing  assessments  for  short  account- 
ing periods,  sometimes  as  short  as  three  months,  tends  to  increase 
the  work  of  the  surveyor. 

The  figures  of  actual  assessments  made  in  the  two  countries  are 
not  satisfactory  and  complete.  The  Commissioners  of  Inland 
Revenue  reported  that  in  1917  they  made  "about  60,000"  and  in 
1918  "about  46,000"  assessments  of  Excess  Profits  Duty  and 
Munitions  Levy.^^^  Our  Bureau  of  Internal  Revenue  has  an- 
nounced that  in  1917,  232,079  corporations  reported  a  net  in- 
come but  how  many  of  these  were  subject  to  excess  profits  tax  is 
not  specified.^^^ 

Inland  Revenue  officials  stated  to  the  writer  that  the  Excess 
Profits  Duty  had  been  administered  without  any  expansion  in  the 
regular  staff  except  for  the  addition  of  clerical  assistance.^^^ 
Moreover,  in  spite  of  heroic  measures  to  hold  men  in  this  impor- 
tant public  work,  by  1917  more  than  3000  men  had  left  the  In- 
land Revenue  to  join  the  fighting  forces.^"* 

Success  of  the  Administration. — If  general  praise  from  every- 
one, including  the  taxpayers  themselves,  is  any  criterion  of  suc- 
cess in  the  administration,  the  assessment  and  collection  of  the 
British  Duty  has  been  very  well  done.  The  writer,  after  contact 
with  officials  of  the  Inland  Revenue,  with  accountants  whose  prac- 
tice brought  them  into  close  touch  with  the  administration  and 
with  taxpayers,  is  filled  with  admiration  for  the  efficient  manner 
in  which  the  machinery  has  operated  and  the  general  satisfaction 
it  has  given.  Everyone  agreed  that  the  service  had  been  promptly 
and  fairly  performed,  that  in  spite  of  the  complexities  of  the  law, 
there  had  been  almost  no  bungling,  that  outright  evasion,  at  least 
during  the  war,  had  been  practically  non-existent  and  that  the 
integrity  as  well  as  the  intelligence  of  the  administrative  force 
had  been  beyond  praise.  In  the  course  of  his  questioning  on  this 
point,  the  investigator  heard  only  two  criticisms.  One  manufac- 
turer complained  of  what  he  thought  was  a  tendency  on  the  part 
of  certain  local  surveyors  to  suggest  original  assessments  which 

221  Report   1917,  p.  21;   1918,  p.  21. 

222  Statistics  of  Income  compiled  from  the  returns  for  1917  under  the  di- 
rection of  the  Commissioner  of  Internal  Revenue  (Washington,  1919),  p.  17. 

223  Cf.,  also,  Cmd.  288-1,  p.  6. 

224  Debates,  93:379.  Apparently  this  figure  includes  losses  of  other  em- 
ployees than  the  members  of  the  technical  staff,     Cf.  infra,  p.  102. 
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were  higher  than  the}'  could  hope  to  establish  ultimately  in  the 
face  of  opposition  from  the  taxpayer.  He  based  his  criticism 
prmiarily  on  one  personal  experience  but  he  stated  that  he  had 
heard  of  similar  cases.  One  banker  hinted  at  unevenness  in  the 
application  of  the  provisions  permitting  special  allowances,  stat- 
ing that  a  friend  had  boasted  of  having  been  able  to  get  conces- 
sions in  excess  of  a  fair  amount.  This  was  the  sura  total  of  the 
criticism  which  the  writer  was  able  to  extract.  In  other  words 
there  was  practical  unanimity  of  opinion  regarding  the  complete 
success  of  the  administration,  from  the  serving  of  the  original  no- 
tices by  the  local  surveyor  to  the  disposition  of  the  highest  ap- 
peals by  the  Board  of  Referees. 

Spirit  of  the  Administration. — To  a  considerable  extent,  the 
satisfaction  which  the  British  feel  with  respect  to  the  administra- 
tion of  their  Duty  is  due  to  an  immaterial  element  not  included 
in  the  statutes,  full  as  they  are  of  special  relief  provisions  and 
saving  clauses.  It  is  due  to  the  spirit  in  which  the  administrator 
approaches  his  task.  He  meets  the  taxpayer  with  every  disposi- 
tion to  be  fair  both  to  him  and  to  the  Treasury,  and  in  cases  of 
doubt  as  to  what  is  fair,  to  be  generous  to  the  taxpayer.  This 
attitude  on  the  part  of  the  local  surveyors  is  deliberately  fostered 
and  encouraged  by  the  higher  officials  of  the  Inland  Revenue. 
The  instructions  issued  to  surveyors  contain  specific  injunctions 
regarding  the  attitude  to  be  assumed  toward  the  taxpayer.  There 
is  full  appreciation  of  the  importance  both  of  securing  the  tax- 
payer's cooperation  and  of  getting  assessments  definitely  settled 
in  such  a  manner  that  they  will  not  be  constantly  reopened  for 
minor  adjustments  and  corrections. "^^  In  the  case  of  the  Excess 
Profits  Duty  particularly,  with  its  high  rates  and  its  many  op- 
portunities for  disagreement,  it  has  been  considered  wise  to  con- 
duct the  administration  along  broad  lines.  The  assessors  have 
not  failed  to  utilize  their  administrative  discretion.  As  one  of 
them  remarked:  "We  wipe  off  £20,000  one  way  or  another  as 
though  it  were  a  'half-penny.'  "  The  Board  of  Inland  Revenue 
has  specifically  said  to  the  local  surveyors  that  "owing  to  the 
present  high  rates  of  taxation"  they  desired  "that  in  doubtful 
cases  the  allow^ances  granted  in  calculating  Excess  Profits  Duty 
should  err  on  the  side  of  generosity  rather  than  otherwise." 

Again,   in  connection  with   the  apportionment   of  the  income 

225  Cf.  infra,  p.  103  et  seq. 
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from  long-term  contracts,^^^  the  local  surveyors  are  specifically 
ordered  to  apply  the  special  procedure  whenever  it  appears  that 
it  would  result  in  an  important  alteration  of  the  charge  to  the 
advantage  either  of  the  taxpayer  or  of  the  Revenue.  The  prac- 
tical result  of  the  spirit  and  the  organization  of  our  own  admin- 
istration is  to  put  the  initiative  of  claiming  the  benefits  of  such 
special  procedure  squarely  upon  the  shoulders  of  the  taxpayer 
alone,  who  would  benefit  from  its  adoption. ^"^ 

There  could  scarcely  be  a  greater  contrast  than  that  afforded 
by  the  attitude  of  the  British  administration  and  that  of  the 
ordinary  local  Collector  of  Internal  Revenue  in  the  United  States, 
and  much  of  the  dissatisfaction  with  direct  taxation  which  un- 
questionably exists  in  this  country  is  traceable  to  the  strict,  petty, 
stickling  over  minor,  inconsequential  details.  Long  experience 
has  taught  the  British  the  importance  of  vesting  discretion  in 
capable  hands  and  insisting  that  that  discretion  be  used  fairly 
but  in  a  generous  spirit. 

Assessment  and  Collection 

With  regard  to  both  organization  and  procedure  the  study  of 
the  administration  of  the  British  Excess  Profits  Duty  yields  valu- 
able suggestions  for  the  improvement  of  the  American  system. 
In  general  the  British  administration  is  more  extensive  and  com- 
prehensive and  at  the  same  time  much  more  decentralized  than 
our  own.  The  general  plan  of  procedure  is  quite  different,  the 
Department  of  Inland  Revenue  assuming  a  much  greater  share 
of  the  administrative  burden  and  leaving  less  to  be  carried  by  the 
taxpayer  himself.  Fortunately  the  British  are  able  to  utilize  the 
excellent  machinery  built  up  through  seventy-five  years  of  in- 
come tax  administration. 

Machinery  of  Assessment  and  Collection. — However,  while  the 
administration  of  the  Excess  Profits  Duty  is  interlocked  with 
that  of  the  income  tax,  it  is  distinctly  different  in  several  im- 
portant particulars.  There  is  not  the  complete  merging  of  the 
assessment  and  collection  of  the  two  taxes  which  is  found  in  this 

226  Cf.,  supra,  pp.  40-41. 

227  Similar  examples  are  numerous.  The  provision  for  the  adjustment  be- 
cause of  changes  in  invested  capital  is  not  strictly  applied  except  in  the  in- 
terest of  the  taxpayer.  Again,  the  Treasury  does  not  withhold  the  benefits 
of  Sec.  24  (4)  of  the  Finance  Act  of  1918  from  the  taxpayer  even  though 
by  a  strict  reading  they  could  do  so. 
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country.  The  general  control  of  the  administration  of  the  Excess 
Profits  Duty  was  given  to  the  Commissioners  of  Inland  Revenue, 
a  body  corresponding  roughly  to  our  Bureau  of  Internal  Reve- 
nue. This  body  was  already  in  charge  of  the  income  tax.  In 
arranging  the  administrative  plan  for  the  income  tax  of  1842  these 
commissioners'"*  had  been  vested  with  control  of  the  tax  from  the 
point  of  view  of  safeguarding  the  interests  of  the  Treasury. 
However,  the  powers  of  assessment  and  collection  were  withheld 
from  the  Commissioners  of  Inland  Revenue  and  vested  in  unpaid, 
honorary,  local  boards.  The  Inland  Revenue's  power  was  pri- 
marily supervisor}^  and  regulative.  The  local  boards,  called  the 
General  Commissioners,  appointed  assessors  and  collectors  an- 
nually. The  Inland  Revenue,  to  exercise  its  function  of  inspec- 
tion, divided  the  country  with  "surveys"  (which,  by  the  way,  did 
not  coincide  with  the  districts  presided  over  by  the  General  Com- 
missioners) and  recruited  a  force  of  surveyors.  These  surveyors 
appeared  as  representatives  of  the  Treasury  to  check  the  work  of 
the  assessors,  to  make  sure  that  the  law  in  general  was  properly 
interpreted  and  administered.  They  were  without  formal  power 
either  to  demand  access  to  original  accounts  or  to  make  an  assess- 
ment but  they  were  skilled,  permanent,  paid  officials,  engaged 
constantly  in  the  a^pplication  of  a  complicated  statute,  with  a 
training  in  administration  and  with  a  knowledge  of  how  problems 
were  met  in  other  parts  of  the  country.  In  them  the  lore  of 
procedure  accumulated  and  upon  them  as  the  years  went  by  the 
honorary  General  Commissioners  and  the  annually-appointed 
assessors  and  collectors  came  to  depend  to  a  greater  and  greater 
extent.  Even  the  "Additional  Commissioners"  appointed  by  the 
General  Commissioners  to  determine  assessments  under  Schedule 
D  learned  to  defer  to  the  judgment  of  the  surveyors  until  their 
own  function  in  the  course  of  time  degenerated  in  many  districts 
to  mere  formal  approval  of  settlements  worked  out  by  the  sur- 
veyors. The  situation  as  it  exists  today  is  aptly  stated  by  Sir 
Thomas  Collins,  Chief  Inspector  of  Taxes,  in  his  testimony  be- 
fore the  Royal  Commission  on  the  Income  Tax"^  in  1919:  "In 
practice,  as  is  inevitable,  it  is  the  permanent  whole-time  official, 
the  Surveyor  of  Taxes,  whose  whole  working  life  is  devoted  to  this 
highly  technical  subject  matter,  who  shoulders  the  major  part 
of  the  burden  of  examining  returns  and  settling  liabilities.     It  is 

228  Under  a  different  name. 
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he  who  comes  into  hourly  contact  with  the  taxpayer  both  orally 
and  by  correspondence,  who  checks  the  returns  made,  examines 
accounts,  institutes  inquiries,  clears  up  doubtful  points,  and  gen- 
erally carries  the  work  of  ascertaining  liability  up  to  the  point 
at  which  assessments  are  ready  for  allowance  by  the  Commission- 
ers. All  notices  of  appeal  against  assessments  are  sent  to  him, 
he  collects  the  information  necessary  to  enable  the  points  at  issue 
to  be  determined,  investigates  the  particulars  received,  and  in  all 
but  a  small  fraction  of  the  total  number  of  cases  comes  to  agree- 
ment^^" with  the  taxpayer  without  the  Commissioners  being 
troubled  to  do  more  than  confirm  the  settlements  which  have  been 
arrived  at." 

Although  the  elaborate  machinery  of  local  honorary  boards 
with  annually  appointed  assessors  and  collectors  is  generally  rec- 
ognized as  obsolete  and  although  everyone  knows  that  the  sur- 
veyors do  practically  all  of  the  work,"^^  strong  opposition  has 
always  developed  to  any  proposal  for  change.  However,  in 
mapping  out  a  scheme  of  administration  for  the  purposes  of  the 
new  Excess  Profits  Duty,  a  clean  break  was  made  and  the  surveyor 
vested  with  the  power  corresponding  to  that  which  he  had  long 
exercised  without  formal  authority.  This  was  accomplished  by 
giving  the  Board  of  Inland  Revenue  directly  the  power  to  require 
returns  and  make  the  assessments,  which  power  the  Board  has 
delegated  in  large  measure  to  its  subordinates,  the  surveyors. 
Thus  it  comes  about  that  the  General  Income  Tax  Commissioners 
have  nothing  to  do  with  the  Excess  Profits  Duty  except  in  con- 
nection with  certain  types  of  appeals. ^^"  Assessments  are  de- 
termined and  collection  notices  are  served  in  ordinary  cases  by 
the  surveyors. 

Board  of  Inland  Revenue. — As  has  been  noted,  the  Commission- 
ers of  Inland  ReA^enue,  also  referred  to  informally  as  the  "Board 
of  Inland  Revenue,"  are  charged  by  the  statute  with  full  responsi- 

230  Cf.  infra,  p.  115  et  seq. 

231  Evidence  submitted  to  the  Royal  Commission  on  the  Income  Tax  showed 
that  in  22  divisions  the  number  of  adjustments  made  by  the  surveyors  and 
accepted  by  the  Commissioners  was  66,533,  the  number  of  appeals  heard  per- 
sonally by  the  Commissioners  was  1,263  and  the  number  of  taxpayers  who 
appeared  personally  before  the  Commissioners  to  prove  formally  their  title 
to  sums  previously  agreed  upon  with  the  Surveyor  was  223.  Cmd.  288-1,  Ap- 
pendix 4,  p.  31. 

232  Cf.  infra,  p.  119  et  seq. 
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bility  for  the  "care  and  nianagcmcnt""^^  of  certain  specified 
sources  of  revenue  among  winch  are  included  the  Income  Tax  and 
the  Excess  Profits  Duty.  This  board,  like  our  Bureau  of  In- 
ternal Revenue,  forms  a  part  of  the  Treasury  and  is  accountable 
technically  to  the  Lords  of  the  Treasury  but  actually  to  the 
Chancellor  of  the  Exchequer.  From  its  quarters  in  Somerset 
House  it  supervises  the  assessment  and  collection  of  its  revenues, 
transfers  its  collections  to  the  Exchequer  and  performs  such  other 
duties  as  the  Chancellor  may  assign  to  it,  such,  for  example,  as 
the  formulation  of  revenue  proposals  and  the  preparation  of  legis- 
lation. 

The  Board  of  Inland  Revenue  has  an  organization  for  the  ac- 
complishment of  its  functions  which  consists  in  the  main  of  a 
permanent  secretary,  a  number  of  assistant  secretaries,  a  staff 
of  inspectors,  and  a  force  of  surveyors  and  assistant  surveyors. 
In  the  administration  of  the  Excess  Profits  Duty  the  "exception 
principle"  of  management  has  been  fully  utilized,  the  general 
rules  of  procedure  being  formulated  and  communicated  to  the 
rank  and  file  of  the  surveyors,  who  were  then  expected  to  operate 
on  their  own  initiative  as  far  as  possible,  settling  all  except  the 
most  difficult  and  important  cases  without  calling  upon  their  su- 
periors. The  work  is  thus  decentralized,  the  details  kept  in  the 
offices  of  the  surveyors,  and  the  time  and  effort  of  the  higher  offi- 
cials conserved  for  the  consideration  of  special  problems.  The 
general  tendency,  moreover,  is  distinctly  in  the  direction  of 
greater  and  greater  decentralization. 

The  formulation  of  the  official  interpretation  of  the  Duty  and 
the  preparation  of  the  instructions  to  the  surveyors  were  entrusted 
to  a  small  informal  committee  of  high  officials  in  the  Inland  Reve- 
nue which  was  formed  shortly  after  the  passage  of  the  Act.  Later 
the  special  problems  which  arose  in  the  course  of  the  administra- 
tion were  placed  before  this  committee  for  consideration.  It  was 
a  body  too  informal  to  have  a  definite  name  or  title.  It  con- 
sisted of  four  men,  three  being  Secretaries  to  the  Board  and  one 
a  member  of  the  staff  of  inspectors.  It  performed  approximately 
the  same  duties  as  the  groups  of  economists  and  business  men 

233  The  Minutes  of  Evidence  of  the  Royal  Commission  on  the  Income  Tax 
which  was  sitting  in  the  summer  of  1919  contain  full  particulars  regarding 
the  English  administrative  system.  The  evidence  is  printed  in  seven  large 
volumes  (Cmd.  288-1  to  288-7)  together  with  an  index  (Cmd.  288-8)  and  an 
abstract  (No  number).    The  report  itself  is  published  separately  (Cmd.  615). 
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known  as  the  Excess  Profits  Tax  Advisors  and  Reviewers  per- 
formed for  our  Treasury.  It  should  be  especially  noted  that  this 
body  was  entirely  separate  from  the  Board  of  Referees  specifically 
established  in  the  act  to  care  for  certain  appeals  and  cases  of 
unusual  hardship,  with  which  our  "advisors"  and  "reviewers"  are 
very  often  compared. 

The  Technical  Staff  of  the  Board  of  Inland  Revenue. — The 
"technical  staff"  of  the  Board  of  Inland  Revenue  consists  of  the 
inspectors,  the  surveyors  and  the  assistant  surveyors.  The  total 
authorized  number  of  the  staff  is  1225,  but  in  the  summer  of  1919 
there  were  some  80  unfilled  positions. ^^^  There  are  601  surveyors' 
districts  each  in  charge  of  a  surveyor,  who  often  has  the  aid  of 
assistant  surveyors. 

The  remuneration  paid  the  members  of  the  technical  staff  is 
not  large  but  there  must  be  taken  into  account  the  various  indirect 
emoluments  which  accrue  to  the  English  civil  servant.  In  addi- 
tion to  security  of  tenure  and  liberal  pension  provisions,  the 
positions  carry  with  them  a  marked  degree  of  social  prestige. 
Brilliant  and  meritorious  service  is  sometimes  rewarded  by  a  deco- 
ration and  even  by  a  knighthood.  The  salary  scale  as  it  stood  in 
the  summer  of  1919  was  as  follows — the  figures  being  subject  to 
additions  through  special  war  bonus : 

Number  of  Range  of  Salary 

Officials  £ 

120                     150   to   250 

600                     250   to    500 

320                      550    to    700 

160                     750   to    900 

22                     925    to    1000 

2                     1100 

1                     1200 

1225 

The  technical  staff  is  ordinarily  recruited  by  competitive  ex- 
aminations and  the  positions  are  sought  in  many  cases  by  well- 
trained  university  men.  New  members  to  the  staff  are  ordinarily 
first  made  assistant  surveyors  and  placed  under  the  direction  of  an 
experienced  man.  After  a  period  of  training  they  are  put  in 
charge  of  a  district  and  thrown  upon  their  own  responsibility. 
As  a  matter  of  policy,  men  are  usually  assigned  to  strange  dis- 
tricts and  are  given  important  work  to  do  while  still  very  young.^^^ 

234  Cmd.  288-1,  p.  15. 

235  Sir  Thomas  Collins  testified  tliat  he  was  placed  in  charge  of  a  district 
before  he  had  reached  the  age  of  23.     Ibid.,  p.  21. 
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Special  merit  is  recogni/cd  by  quick  promotion.  In  general,  ad- 
vancement in  the  service  is  said  to  depend  upon  seniority  only  to 
a  minor  extent  and  factors  such  as  attention  and  regularity  in 
their  duties,  industry  and  faithfulness  are  given  great  weight. 
An  ability  on  the  part  of  the  surveyor  to  meet  his  own  problems 
and  to  settle  cases  by  agreement  without  constantly  leaning  on 
his  superiors  is  highly  valued.^^*^  The  danger  of  encouraging 
surveyors  to  make  settlements  at  too  great  a  cost  to  the  Revenue 
is  avoided  by  careful  inspection  and  by  the  transfer  of  surveyors 
from  district  to  district. 

It  has  been  pointed  out  that  during  the  two  years  1917  and 
1918  the  total  number  of  Excess  Profits  Duty  assessments  made 
was  about  106,000."^^  This  would  average  about  175  for  each 
surveyor,  or  87  per  year.  If  it  be  assumed  that  150,000  Ameri- 
can corporations  out  of  the  232,079  which  report  a  taxable  in- 
come are  subject  to  excess  profits  tax,  it  would  appear  that  to 
provide  this  country  with  the  same  assessment  equipment  would 
involve  the  establishment  of  some  1700  districts  in  place  of  the 
present  64  collection  districts — or  about  35  to  each  state. 

It  must  not  be  thought,  however,  that  the  local  assessors  give 
complete  satisfaction  and  make  entirely  superfluous  the  use  of 
private  lawyers  and  accountants  in  the  preparation  of  tax  re- 
turns. It  is  true  that  they  do  much  of  the  work  which  in  this 
country  is  performed  by  the  taxpayer  or  his  "tax  expert,"  but 
they  are,  of  course,  busy  men  and  can  give  only  a  moderate 
amount  of  time  to  advising  each  taxpayer  regarding  the  prepa- 
ration of  his  assessment  data.  Some  complaint  has  been  made  of 
the  inadequacy  of  the  force  of  surveyors,  large  as  it  is  as  com- 
pared with  our  own. 

Relations  between  Surveyors  and  Taxpayers. — The  relation- 
ship between  the  English  taxpayer  and  the  local  tax  official  is 
strikingly  different  from  that  which  exists  in  the  case  of  the 
American  taxpayer.  Here  the  chief  functions  of  the  local  offi- 
cial are  the  mechanical  ones  of  distributing  forms  and  accepting 
checks.  Advice  he  gives  when  it  is  requested  but,  where  the  issue 
is  material,  wise  taxpayers  place  little  dependence  upon  his  coun- 
sel. The  general  principle  of  our  procedure  is  that  of  self- 
assessment,  checked  by  a  subsequent  audit.      The  British  prin^ 

236  Cmd.    288-1,  p.  21  et  seq. 

237  Cf.  supra,  p.  94  et  seq. 
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ciple  is  that  of  a  definite  original  assessment  by  the  surveyor 
after  consultation  and  agi'eement  on  disputed  points. 

Self-assessment,  such  as  we  attempt,  is  possible  only  if  the 
taxpayer  is  fully  informed  regarding  the  law  and  its  interpre- 
tation and  consequently  the  Bureau  of  Internal  Revenue  publishes 
broadcast  appallingly  large  quantities  of  explanatory  matter — 
regulations,  treasury  decisions,  rulings,  letters  of  instructions, 
notes  and  memoranda.  The  tax  returns,  when  filed,  are  supposed 
to  conform  to  the  interpretation  laid  down  in  these  documents. 
In  other  words,  each  taxpayer  is  supposed  to  qualify  as  an  ex- 
pert in  procedure  and  to  assess  himself  in  accordance  with  de- 
partmental interpretation.  If  he  departs  from  this  interpreta- 
tion he  will  be  subject  to  correction,  and,  perhaps,  to  penalty  if 
the  irregularity  is  noticed  when  the  return  is  audited.  If  he  dis- 
agrees with  this  interpretation  he  may  go  to  the  courts  for  his 
remedy.  Much  of  the  dissatisfaction  with  the  present  federal  in- 
come and  profits  taxes  arises  from  irritation  caused  by  the  burden 
of  preparing  assessments  under  these  conditions. 

In  sharp  contrast  with  the  arrangement  just  described  the 
English  place  the  assessment  burden  squarely  on  the  local  tax 
official — the  surveyor.  The  taxpayer  is  asked  to  submit  a  return 
to  him  setting  forth  certain  facts  from  his  books  and  may  be 
requested  to  furnish  him  with  copies  of  his  original  Trading  Ac- 
counts, his  Balance  Sheet  and  his  Profit  and  Loss  Accounts.  In 
due  time  the  assessor  informs  him  of  his  tax  liability,  having 
checked  over  the  figures  in  the  meantime  and  conferred  with  him 
to  any  extent  necessary.  The  taxpayer,  however,  is  relieved  of 
the  necessity  of  taking  the  initiative  in  applying  an  interpretation 
of  the  law  to  his  own  particular  case. 

It  is  frankly  recognized  that  assessments  of  the  type  made 
under  an  excess  profits  or  income  tax  cannot  be  arrived  at  with 
absolute  accuracy  because  of  the  valuations  involved  which  rest 
fundamentally  upon  individual  judgment  and  opinion.  Conse- 
quently the  opportunity  is  provided  for  discussion  and  compro- 
mise on  the  many  points  concerning  which  there  may  be  differ- 
ences of  opinion,  particularly  those  involving  valuations.  The 
limitations  within  which  the  surveyor  may  exercise  his  discre- 
tion are  carefully  defined  and  only  the  important  irregularities 
are  passed  up  to  the  inspectors  or  to  Somerset  House.  Even 
then  the  decisions  of  these  higher  officials  are  made  effective 
through  the  local  surveyor.    He  also  issues  the  notices,  even  those 
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relating  to  collections.  Full  provision  is  made  for  administrative 
appeals,"^^  where  ilccisions  are  arrived  at  in  the  spirit  of  arbitra- 
tion. 

As  a  result  of  this  different  distribution  of  assessment  functions 
in  which  the  surve3'or  is  given  a  high  degree  of  authority  and 
responsibility  a  situation  arises  in  which  it  is  neither  necessary 
nor  desirable  that  the  taxpayer  be  required  to  become  fully  in- 
formed as  to  treasury  interpretation  and  departmental  procedure. 
Consequently  the  Board  of  Inland  Revenue  issues  no  flood  of 
interpretative  material  which  it  asks  the  taxpayer  to  digest  and 
accept  as  a  rule  of  action.  He  has  the  statute  and  almost  noth- 
ing more — for  the  eight-page  Icaflet"^^  given  him  with  his  form 
contains  little  else  than  a  digest  of  the  statute.  In  this  leaflet 
he  is  told  that  "information  relating  to  any  of  these  subjects  can 
be  obtained  from  the  Surveyor  of  Taxes  by  persons  concerned." 
This  official  will  explain  to  him  how  the  law  has  been  applied  to 
his  particular  case  and  is  willing  to  discuss  the  reasonableness  of 
the  interpretation.  If  dissatisfied  with  the  final  position  of  the 
surveyor  the  taxpayer  may  appeal."**^ 

Assessment  Procedure. — The  statute  declares^*^  that  "The  Ex- 
cess Profits  Duty  shall  be  assessed  by  the  Commissioners  of  In- 
land Revenue,  and  shall  be  payable  at  any  time,  not  being  less 
than  two  months,  after  it  is  assessed."  There  is  also  the  following 
specific  statutory  authority  to  require  returns :  "The  Commis- 
sioners of  Inland  Revenue  may,  for  the  purposes  of  this  Part  of 
this  Act,  require  any  person  engaged  in  any  trade  or  business  to 
which  this  Part  of  this  Act  applies,  or  who  was  so  engaged  dur- 
ing any  accounting  period  or  pre-war  trade  year,  to  furnish  them 
within  two  months  after  the  requirement  for  the  return  is  made, 
with  returns  of  the  profits  of  the  trade  or  business  during  the 
accounting  period  or  pre-war  trade  years  and  such  other  par- 
ticulars in  connection  with  the  trade  or  business  as  the  Commis- 
sioners may  require."^*^ 

As  has  been  seen"*^  the  Board  of  Inland  Revenue  has  delegated 

238  Cf.  infra,  p.  115  et  seq. 

239  Form  No.  1  A— E.  P. 

240  Cf.  infra,  p.  116  et  seq. 

2*1  Finance   (No.  2)   Act,  1915,  sec.  45    (1). 

mlhid.,  sec.  44  (1).     Cf.,  also  Finance  Act,  1916,  sec.  47   (c), 

2isCf.  supra,  p.  99  et  seq. 


106  •  American  Economic  Association 

to  the  Surveyors  power  to  exercise  their  functions  of  assessment 
in  all  but  the  cases  of  exceptional  difficulty. 

Person  Assessed. — The  person  subject  to  assessement  is  the 
one  "owning  or  carrying  on"  the  business  "for  the  time,"  or  his 
agent. ^**  Where  there  has  been  a  change  of  ownership  the  Com- 
missioners have  power  to  assess  the  former  owner  for  the  duty 
up  to  the  date  of  sale.  This  enables  the  Commissioners  to  reach 
the  former  owner  in  a  case  where  he  has  made  large  profits  but 
where  the  purchaser  has  lost. 

The  Initiation  of  the  Assessment. — ^Unlike  the  British  income 
tax  which  is  assessed  at  one  date  with  respect  of  accounting 
periods  ending  within  the  preceding  twelve  months,  but  like  our 
own  income  and  excess  profits  tax,  the  Excess  Profits  Duty  is 
assessed  shortly  after  the  close  of  the  accounting  periods,  when- 
ever they  chance  to  occur.  The  onus  of  initiating  the  assessment 
legally  lies,  as  with  us,  upon  the  person  subject  to  the  tax.  The 
original  act,  passed  December  23,  1915,  provided  that  every  per- 
son chargeable  to  the  Duty  should  give  notice  to  the  Inland 
Revenue  before  January  31  following.^*^  Subsequent  amendments 
made  the  limit  for  giving  notice  two  months.^**^ 

The  surveyor  not  only  has  these  notices  of  liability  as  a  basis 
for  his  list  of  taxable  concerns,  but  he  has  in  addition  the  income 
tax  data  which  have  been  submitted  in  his  district,  all  properly 
filed  away  and  available  for  purposes  such  as  this,  as  well  as  cer- 
tain confidential  material  dealing  with  war  contracts  with  the 
government.  Acting  upon  these  notices  of  liability  and  this 
additional  information,  the  surveyors  make  the  technical  "re- 
quirement for  the  return""*^  by  sending  return  forms  to  the  con- 
cerns by  registered  mail.  If  no  response  is  received  within  two 
months  a  reminder  is  mailed.  In  cases  of  continued  delay  or  in 
cases  where  for  any  reason  a  definite  assessment  cannot  be  ar- 
rived at  the  Surveyor  in  order  to  prevent  the  improper  inflation 
of  invested  capital  for  the  succeeding  period  because  of  unassessed 
duty,  makes  an  arbitrary  assessment  not  later  than  ten  months 
after  the  close  of  the  accounting  period. 

244,  Finance  (No.  2)  Act,  1915,  sec.  45  (2).  No  liability  attaches  to  the 
purchase  of  trading  stock  for  Duty  levied  on  the  profits  of  the  sale  by  sec. 
35  of  the  Finance  Act  of  1918. 

245/6i(Z.,  sec.  4'4  (2). 

246  Finance  Act,  1916,  sec.  45  (3);  ibid.,  1917,  sec.  20  (3). 

247  Cf.  supra,  p.  100. 
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The  Determination  of  the  Assessment. — Upon  receiving  the  re- 
turn form,  properly  filled  out,  the  surveyor  proceeds  to  examine 
it,  to  confer  with  the  concern  upon  any  doubtful  points  and  to 
calculate  the  assessment.  In  the  course  of  this  process  he  makes 
every  endeavor  to  arrive  at  some  mutually  satisfactory  solution 
of  problems  which  may  arise  between  the  taxpaj'er  and  himself. 
However,  if  he  finds  it  impossible  to  agree"*^  with  the  taxpayer, 
he  proceeds  to  fix  the  assessment  at  the  figure  which  he  believes 
to  be  equitable.  The  taxpayer  may  give  the  surveyor  notice  of 
appeal  within  30  days  after  the  assessment  has  finally  been  served 
upon  him.  Before  mailing  the  formal  notice  of  assessment,  the 
assessor  includes  the  item  in  a  list  which  he  sends  to  the  Commis- 
sioners of  Inland  Revenue  for  their  formal  approval.  Upon  re- 
ceiving assurance  that  his  list  has  received  the  sanction  of  the 
board  the  notices  of  assessment  are  mailed.  Payment  is  due 
within  two  months  after  service  of  the  notice. 

Additional  assessments  may  be  made  by  the  Commissioners  of 
Inland  Revenue  at  any  time  within  three  years  after  the  date  of 
the  original  assessment,  but  they  may  make  no  additional  assess- 
ment in  any  case  where  the  amount  of  the  original  assessment  has 
been  reduced  on  appeal  to  the  G€neral  or  Special  Commissioners 
or  by  any  court  by  which  an  appeal  has  been  reheard. 

Agreements  Avith  Taxpayers. — Agreements  in  the  nature  of  a 
compromise,  assented  to  by  both  taxpayer  and  governmental  rep- 
resentative, do  not  form  a  prominent  part  of  American  procedure. 
The  Treasury  conceives  it  to  be  its  function  to  make  a  strict  in- 
terpretation of  the  law,  resolving  questionable  points  in  favor  of 
the  government.  Consequently  a  reasonable  interpretation  of  a 
statute  is  ordinarily  an*ived  at  only  after  taxpayers  have  carried 
the  narrow  Treasury  interpretations  to  the  courts,  w'hich  in  the 
past  have  shown  a  general  disposition  to  decide  doubtful  points 
in  favor  of,  rather  than  against  the  taxpayer.  This  attitude  on 
the  part  of  the  Treasury  has  tended  to  generate  a  spirit  of  ani- 
mosity and  bitterness  in  the  taxpayers,  already  often  irritated  by 
the  labor  involved  in  preparing  returns  and  the  difficulties  in- 
volved in  securing  decisions  on  moot  points. 

In  England  the  general  situation  is  different.  There  the  In- 
land Revenue  has  learned  long  ago  that  nothing  is  more  necessary 
in  a  tax  of  this  type  than  a  spirit  of  liberality  in  its  administra- 

248  Cf.  following  section. 
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tlon."*^  Instead  of  construing  every  possible  point  in  favor  of 
the  government,  the  case  for  the  taxpaj^er  is  given  at  least  equal 
consideration.  In  cases  of  difference  of  opinion  as  to  valuations 
the  administration  is  quick  to  make  concessions  on  the  basis  of 
evidence  submitted  by  the  taxpayer.  The  ordinary  surveyor  is 
impressed  with  the  notion  that  it  is  his  business  to  settle  questions 
rather  than  merely  to  pass  them  on  mechanically  to  some  other 
bureau  official  who  may  be  in  a  less  favorable  position  than  him- 
self to  make  a  wise  decision.  Consequently  the  surveyor  is  en- 
couraged"^" and  supported  in  a  policy  of  arriving  at  "agree- 
ments" with  taxpayers.  These  agreements  virtually  carry  the 
force  of  a  bargain  entered  into  by  two  responsible  parties  and  in 
the  absence  of  fraud  or  deceit  they  are  not  disturbed.  The  tax- 
payer gets  certainty  and  quick  decisions.  The  government  keeps 
up  to  date  with  its  work  and  gets  its  money  promptly, — probably 
more  money  than  otherwise.  British  officials  express  amazement 
at  our  cumbersome  methods  of  administering  a  tax  of  the  type 
of  the  Excess  Profits  Tax.''' 

Simplicity  of  Forms. — The  forms  used  in  the  administration  of 
the  British  Excess  Profits  Duty  are  refreshingly  simple  and  free 
from  troublesome  complications.  This  desirable  result  is  ob- 
tained chiefly  as  a  corollary  of  the  administrative  proposition 
that  the  tax  official  and  not  the  taxpayer  shall  administer  the  law. 
The  surveyor  asks  for  certain  specific  figures,  supported  in  some 
cases  by  copies  of  certain  accounts.  He  then  makes  the  adjust- 
ments, establishes  the  taxable  profit  and  determines  the  Duty. 
The  detailed  explanatory  material  is  confined  to  a  small  separate 

249  Cf.  supra,  p.  97. 

250(7/.  supra,  p.  103. 

251  The  manner  in  which  important  adjustments  are  left  to  the  surveyors 
and  the  general  attitude  of  the  administration  toward  the  taxpayer  are  il- 
lustrated by  the  following  occurrence.  A  deputation  from  the  Association 
of  Chambers  of  Commerce  to  the  Chancellor  of  the  Exchequer  raised  the 
question  as  to  the  reserves  which  might  be  accumulated  against  probable 
losses  on  contracts  entered  into  before  the  war  or  early  in  the  war.  The 
following  colloquy  ensued: 

"The  Chancellor  of  the  Exchequer:  But  I  understand  the  principle  on  which 
we  go  is  that  you  are  allowed  to  hold  back  in  suspense  a  sufficient  amount 
of  what  would  be  the  Excess  Profits  Duty  to  cover  what  apparently  is  the 
loss  on  pre-war  contracts. 

"Mr.  George  Wigley:     Are  we  allowed  to  do  that? 

"Mr.  G.  W.  Currie:    The  surveyors  are  willing  to  discuss  the  matter." 
Cham,  of  Com.,  1918,  p.  16. 
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leaflet  which  can  be  enclosed  with  the  return  form.     Care  is  ob- 
served not  to  ask  the  taxpayer  for  any  unnecessary  data. 

The  complaint  so  often  heard  concerning  the  complexity  of 
our  forms  in  this  country  probably  cannot  be  eliminated  until 
an  administrative  organization  can  be  built  up  which  will  permit 
a  distribution  of  the  work  of  assessment  similar  to  that  found 
in  Great  Britain. 

Secrecy. — Under  a  theory  of  procedure  such  as  that  outlined 
above,  in  which  the  surveyor  is  put  into  direct  touch  with  the 
taxpayer  and  given  definite  authority  to  arrive  at  an  assessment, 
there  are  certain  advantages  in  a  policy  of  secrecy  with  regard  to 
interpretation  and  practice.  The  view  taken  by  the  British  is 
that  the  taxpayer  should  conduct  his  business  and  keep  his  ac- 
counts as  though  there  was  no  such  thing  in  existence  as  an  income 
or  profits  tax.  Detailed  knowledge  as  to  exactly  how  the  Inland 
Revenue  will  apply  the  tax  may  lead,  they  feel,  to  "rigging"  the 
accounts  and  resorting  to  various  devices  for  evasion.  Conse- 
quently in  place  of  the  fullest  publicity  of  rulings,  precedents 
and  instructions,  there  is  a  policy  of  secrecy.  The  surveyor  is 
furnished  with  an  elaborate  book  of  instructions,  which  in  the  case 
of  the  Excess  Profits  Duty  consisted  of  three  hundred  printed 
pages,  containing  a  complete  manual  of  procedure.  But  this  book 
is  for  official  use  only  and  is  strictly  confidential.  Even  the  forms 
are  for  the  most  part  considered  confidential.  Whatever  may  be 
said  as  to  the  general  merits  of  this  policy,  it  does  have  a  ten- 
dency to  add  to  the  strength  of  the  position  of  the  surveyor  when 
he  enters  into  a  conference  with  the  taxpayer  in  order  to  de- 
termine the  extent  of  his  liability. 

In  addition  to  being  in  a  position  to  expound  the  procedure  to 
the  taxpayer  the  surveyor  often  possesses  an  advantage  because 
of  information  confidentially  furnished  him  by  other  governmental 
departments  regarding  the  business  of  the  taxpayer.  For  ex- 
ample, particulars  relating  to  contracts  made  during  the  war 
by  the  War  Office,  Admiralty  and  INIinister  of  Munitions  were 
forwarded  to  surveyors  and  were  used  by  them  as  a  basis  for 
specific  inquiries  as  to  liability  to  tax.  Used  with  discrimination, 
such  material  has  great  possibilities  as  a  check  on  the  accuracy 
of  accounts,  especially  since  the  taxpayer  never  knows  the  precise 
extent  of  the  knowledge  of  the  surveyor. 

The  influence  of  the  policy  of  secret  instructions  and  confi- 
dential  Information   is    of   considerable   importance.      Of   course 
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without  capable  local  officers  such  a  policy  would  be  ridiculous. 
However,  assuming  this  point  to  be  covered,  the  policy  undoubt- 
edly contributes  materially  toward  accomplishing  the  desired  end 
of  a  definite  assessment,  determined  promptly  and  with  some  de- 
gree of  finality,  at  a  figure  at  once  approximately  just  to  the  tax- 
payer and  fair  to  the  government.  In  this  country  conferences 
between  taxpayers  and  representatives  of  the  Bureau  of  Internal 
Revenue  often  show  the  advantage  to  be  all  on  the  side  of 
the  taxpayer.  To  start  with,  the  taxpayer's  representative  is 
often  a  more  capable  person  than  the  official  and  in  addition 
he  often  knows  more  about  the  Treasury's  own  interpretations 
than  the  official  himself.  Consequently  the  official  often  ap- 
proaches a  conference  with  a  consciousness  of  disadvantage  which 
breeds  a  desire  to  avoid  issues  rather  than  to  settle  them.  This 
desire  is  furthered  by  a  conviction  that,  while  blunders  are  apt 
to  be  punished,  meritorious  service  will  almost  certainly  go  un- 
rewarded. The  final  result  is  that  difficult  questions  are  pigeon- 
holed and  are  often  allowed  to  go  by  default  because  of  the  re- 
luctance to  assume  responsibility. 

The  contrast  with  the  English  procedure  could  scarcely  be 
greater.  There  the  surveyor  is  armed  with  secret  information, 
supported  by  an  organization  of  superiors  and  ordered  to  arrive 
at  agreements  with  the  taxpayers.  His  official  standing  is  in- 
jured if  he  pigeonholes  cases  or  avoids  issues.  The  result  is 
definiteness  in  assessment — a  quality  sadly  lacking  in  the  Ameri- 
can situation. 

Prevention  of  Evasion. — The  statute  states  that  a  person  shall 
not  "for  the  purpose  of  avoiding  the  payment  of  any  Excess 
Profits  Duty,  enter  into  any  fictitious  or  artificial  transaction  or 
carry  out  any  fictitious  or  artificial  operation."^"  This  section 
is  designed  to  cover  such  cases  as  alterations  in  the  method  of 
stocktaking,  manipulations  of  stock,  inner  reserves,  payment  of 
unreasonable  salaries  to  relatives,  etc.  If  any  such  transaction 
occurred  before  the  commencement  of  the  Act,  the  taxpayer  is 
directed  to  inform  the  Commissioners  regarding  it.  Failure  to 
comply  with  this  provision  carries  a  penalty  of  a  fine  not  exceed- 
ing £100. 

Penalties. — Failure  to  give  the  required  notices  or  to  make  the 
252  Finance   (No.  2)   Act,  1915,  sec.  U  (0). 
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required  returns  subjects  the  offender  to  a  fine  of  not  more  than 
£100  plus  £10  for  each  day's  delay  after  conviction."^ 

Collection  Procedure. — Since  the  line  between  avoidance  and 
evasion  is  so  difficult  to  draw  and  since  the  efforts  to  avoid  the 
tax  are  the  cause  of  many  of  the  serious  economic  consequences 
of  the  Duty,  the  whole  treatment  of  evasion  is  relegated  to  Part 
Three.^^*  This  section,  consequently,  is  devoted  to  the  mere  me- 
chanics of  collection. 

As  has  been  seen,  the  notice  of  assessment  mailed  by  the  sur- 
veyor serves  as  a  notice  to  pay.  Remittances  must  be  made  to 
Somerset  House^^^  within  two  months  of  the  date  of  service  of  the 
notice.  The  surveyor  notifies  the  Accountant  General  of  the 
notices  issued  by  him  so  that  he  is  informed  as  to  the  total  levies. 
The  surveyor  receives  a  notification  of  all  payments  made,  files 
all  the  correspondence  and  keeps  a  record  of  the  exact  status  of 
each  taxpayer's  account. 

Payment  Pending  Appeal. — The  ordinary  rule  is  that  pay- 
ments must  be  made  notwithstanding  any  appeal  but  the  Com- 
missioners of  Inland  Revenue  may  make  exceptions. ^^"^  In  prac- 
tice the  surveyor  is  urged  to  make  collections  on  the  basis  of 
agreed  tentative  assessments  which  will  at  least  cover  the  part 
of  the  liability  not  under  dispute. 

Of  particular  interest  to  Americans  is  the  injunction  included 
in  the  statute  that  "the  Commissioners  shall  make  such  repay- 
ments, if  any,  as  are  necessary  to  give  effect  to  any  decision  on 
appeal,  as  soon  as  possible  after  such  decision  has  been  given.^^^ 
Under  our  system  a  taxpayer  cannot  test  the  merits  of  his  con- 
tentions in  court  without  first  having  paid  the  tax  and  then  suing 
to  "recover  back"  the  amount  so  paid.  So  long  as  the  taxes  were 
moderate  in  amount  this  rule  perhaps  worked  no  considerable 
hardship,  but  at  present  the  payment  of  a  wrongful  assessmenc 
may  work  extreme  hardship  pending  the  final  determination  of 
the  taxpayer's  appeal. 

Payments  in  War  Bonds. — The  Finance  Act  of  1917  contained 

253  Finance  (No.  2)  Act,  1915,  sec.  44  (2). 

254  Cf.  infra,  p.  147  et  seq, 

255  In  the  case  of  England  and  Wales.  Separate  collection  depots  are 
provided  for  Scotland  and  Ireland. 

256  Ibid.,  sec.  45  (6). 

257  Italics  are  the  writer's.    Ibid. 
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a  section  making  war  bonds  acceptable  in  payment  of  Excess 
Profits  Duty.  The  law  stated  that,  under  Treasury  regulations, 
"any  stock  or  bonds  forming  part  of  any  issue  made  for  raising 
money  in  connection  with  the  present  war"  would  be  accepted  at 
a  valuation  determined  by  "the  price  of  issue  with  the  addition  of 
any  interest  accrued. ""^^  An  amendment  the  following  year^^^ 
qualified  the  phrase  "price  of  issue"  by  the  addition  of  these 
words :  "or  such  other  price  as  was  specified  in  the  conditions 
subject  to  which  the  stock  or  bonds  were  issued  as  the  price  at 
which  the  stock  or  bonds  were  to  be  valued  for  the  purposes  of 
this  section."  The  price  specified  for  this  purpose  is  the  nominal 
value,  viz.,  discounts  or  premiums  included  in  the  price  of  issue 
are  eliminated.^*"* 

Prepayments. — Statutory  provision  is  made  permitting  the  de- 
posit of  sums  with  the  commissioners  for  the  purpose  of  satisfying 
Excess  Profits  Duty  not  yet  payable.  Interest  on  such  deposits 
is  allowed  "at  such  a  rate  as  may  for  the  time  being  be  determined 
by  the  Treasury.""*'^  The  rate  before  March  3,  1917,  was  5^/2 
per  cent.     Since  that  date  it  has  been  5  per  cent. 

The  fact  that  these  prepayments  are  made  complicates  the 
figures  of  levies  and  collections.  In  1917  the  Commissions  of  In- 
land Revenue  included  the  following  statement  in  their  report: 
"Many  traders  availed  themselves  of  this  privilege  and  in  con- 
sequence the  Exchequer  receipt  within  the  year  was  considerably 
swollen,  the  total  amount  remaining  on  deposit  on  31st  March 
being  £14,800,000."''=^ 

Surveyors  take  the  opportunity,  especially  in  cases  of  magni- 
tude, to  call  the  taxpayer's  attention  to  the  advantage  of  deposit- 
ing amounts  in  advance,  and,  unless  a  deposit  was  made,  the  Sur- 
veyor will  not  ordinarily  agree  to  extensions  of  time  for  making 
returns  in  the  case  of  taxpayers  having  funds  readily  available 
for  payment  of  the  tax.  Where,  after  an  assessment  had  been 
made,  a  balance  of  any  such  deposit  remained  on  hand,  that  bal- 
ance will,  at  the  option  of  the  taxpayer,  either  be  refunded  to  him 

25S  Finance  Act,  1917,  sec.  34. 

259  Ibid.,  1918,  sec.  42. 

260  It  appears  that  some  restriction  is  contemplated  in  the  acceptance  of 
bonds  in  payment  of  the  Duty.     London  Times,  July  3,  1920. 

201  Finance  Act,  1916,  sec.  54. 

262  Sixtieth  Report  of  the  Commissioners  of  His  Majesty's  Inland  Revenue 
for  the  year  ended  31st  March,  1917  (Cmd.  8887),  p.  21. 
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without  interest,  or  retained  on  deposit  with  a  view  to  satisfying 
a  future  habihty.  This  British  practice  is  the  reverse  of  the 
practice  followed  in  this  country.  Here  the  taxpayer,  by  claim 
for  abatement,  stays  the  collection  of  the  tax  until  questions 
affecting  the  assessment  have  been  settled,  at  which  time  he  pays 
the  amount  of  the  additional  assessment  with  interest  at  the  rate 
of  6  per  cent  (prior  to  1918  at  the  rate  of  12  per  cent)  on  that 
amount  of  the  claim  for  abatement  which  is  finally  disallowed. 

Interest  on  sums  deposited  in  prepayment  of  the  tax  is  included 
in  taxable  income  for  purposes  of  income  tax  but  is  ordinarily  ex- 
cluded from  profits  subject  to  the  Duty.  However,  if  the  tax- 
payer prefers,  he  may  include  the  interest  in  his  profits  and  then 
use  the  amount  of  the  deposit  as  invested  capital. 

In  addition  to  the  interest  allowance  on  sums  deposited  in  ad- 
vance of  assessment,  a  discount  is  given  when  a  concern  pays  the 
Duty  after  the  assessment  but  more  than  a  week  before  the  pay- 
ment is  due. 

Payment  by  Instalments. — The  statutory  rule  is  that  the  Duty 
is  "payable  at  any  time,  not  less  than  two  months,  after  it  is 
assessed,"  but  the  "Commissioners  may,  in  any  case  where  they 
think  fit,  allow  the  Duty  to  be  paid  in  instalments  of  such  amount 
payable  at  such  times  as  the  Commissioners  direct."^^^ 

In  this  country  the  Excess  Profits  Tax  originally  assessed  may 
be  paid  in  four  quarterly  instalments.  Postponements  are  often 
secured  in  the  case  of  additional  assessments  made  on  the  basis 
of  subsequent  audits,  by  the  somewhat  irregular  device  of  per- 
suading the  Treasury  officials  to  postpone  the  technical  service  of 
"notice  and  demand." 

In  England  the  Commissioners  of  Inland  Revenue  have  laid 
down  no  specific  rules  of  general  application  to  govern  the  pay- 
ment of  the  Duty  by  instalments.  The  general  rule  is  that  the 
entire  amount  shall  be  paid  within  the  two-month  period  but  when 
extensions  are  requested  the  Board  has  been  liberal  in  granting 
them.  Within  broad  limits  discretion  is  vested  in  the  local  sur- 
veyor to  determine  the  conditions  of  payment.  Since  no  interest 
is  charged  the  taxpayer  because  of  the  postponed  instalments 
there  is  a  distinct  advantage  securing  the  privilege.  An  official  of 
the  Inland  Revenue  estimated  that  perhaps  ten  per  cent  of  the 

263  Finance   (No.  2)   Act,  1915,  sec.  45   (1). 
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concerns  are  given  extensions,  that  ten  per  cent  including  many 
of  the  large  taxpayers. 

The  extensions  permitted  are  usually  short.  The  period  ordi- 
narily ends  within  six  months  after  the  tax  was  originally  due  and 
the  Duty  is  usually  divided  into  two  or  three  equal  instalments. 
In  certain  cases  of  particular  hardship  the  payments  were  dis- 
tributed over  a  period  ending  not  later  than  9  months  after  the 
tax  was  originally  due  or  18  months  after  the  close  of  the  ac- 
counting period  for  which  the  Duty  was  assessed. 

The  British  have  experienced  the  difficulty  encountered  in  this 
country  arising  from  the  fact  that  the  assessment  is  often  made 
against  profits  represented  by  inflated  inventories  or  invested  in 
new  plant  or  extensions.  Acting  on  the  basis  of  a  definitely  an- 
nounced government  policy  the  Inland  Revenue  has  been  liberal 
in  granting  extensions  where  such  conditions  obtained.  This 
liberality  has  prevented  acute  distress  but  has  resulted  in  the  ac- 
cumulation of  very  considerable  arrears.  In  this  country  as- 
sessed federal  taxes  are  promptly  collected  but  it  is  impossible  to 
say  how  large  is  the  amount  of  taxes  really  due  the  Treasury 
which  will  not  be  assessed  until  uncovered  in  the  course  of  the 
Departmental  audits. 

Inland  Revenue  officials  admit  that  the  discretionary  power  to 
postpone  payments  vested  in  them  has  resulted  in  some  degree  of 
embarrassment  to  them.  At  times,  the  writer  has  been  told,  they 
are  imposed  upon.  Thus  one  manufacturer  confessed  that  he  had 
secured  from  a  friendly  banker  a  note  refusing  to  lend  him  money 
to  pay  his  Duty,  which  note  he  used  to  secure  a  tax  extension  when, 
as  a  matter  of  fact,  it  would  not  have  been  difficult  for  him  to 
have  raised  the  money.  Such  cases,  however,  are  doubtless  rare. 
Borrowing  from  the  banks  has  been  resorted  to  in  a  few  instances 
but  the  bankers  testify  that  this  is  an  unusual  occurrence.  There 
have  been  no  business  failures  directly  traceable  to  the  Duty  but, 
of  course,  there  have  been  various  undesirable  results  such  as 
restricted  developments  and  depleted  reserves.  The  sentiment  of 
the  business  men  has,  naturally  enough,  been  in  favor  of  greater 
liberality  in  the  extensions  rather  than  a  more  strict  policy  of 
collections.^*'* 

204  Cf.  Deputation  from  the  Association  of  Chambers  of  Commerce  of  the 
United  Kingdom  to  the  Chancellor  of  the  Exchequer,  June  15,  1917,  p.  61 
et.  seq. 
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Arrears. — When  so  large  a  proportion  of  the  outstanding  levy 
is  covered  by  the  elastic  power  of  the  Inland  Revenue  to  grant  ex- 
tensions, it  is  not  proper,  strictly  speaking,  to  refer  to  the 
amounts  remaining  uncollected  as  arrears.  Moreover,  the  policy 
of  encouraging  prepayments  complicates  the  figures  and  makes 
exact  statements  difficult.  However,  the  Board  of  Inland  Revenue 
reported  that  at  the  end  of  the  year  1916-17  there  remained  un- 
paid Excess  Profits  Duty  to  a  total  amount  of  about  £35,000,- 
000.'^'  A  year  later  this  figure  had  grown  to  about  £96,883,- 
910.''*'  In  the  summer  of  1919  the  writer  was  told  that  the  total 
arrears  were  approximately  £200,000,000,  roughly  one-fourth  the 
amount  of  the  aggregate  cash  collections  from  the  Duty.  In  this 
country  this  would  seem  an  alarmingly  large  sum.  If  we  are  less 
prompt  in  determining  final  assessment  we  certainly  appear  to 
be  more  prompt  in  making  our  collections. 

Appeals 

Much  more  elaborate  and  well-defined  machinery  for  the  con- 
sideration of  appeals  is  provided  under  the  British  system  than 
under  the  American.  On  this  point  we  are  woefully  weak  with 
our  overcentralized  administration  and  our  complete  lack  of  ad- 
ministrative appeal  to  other  bodies  than  those  themselves  respon- 
sible for  the  appealed  assessments.  Recourse  to  the  courts  may 
be  made  more  freely  here  than  there  but  this  is  such  a  slow  and 
costly  remedy  that  it  frightens  many  taxpayers.  They  usually 
prefer  to  endure  the  grievance  but  they  endure  it  Avith  grumbling 
and  dissatisfaction  which  adds  to  the  general  discontent  with  the 
tax. 

In  England  appeals  for  administrative  modification  or  relief 
may  be  made  to  one  of  three  authorities,  depending  upon  the  na- 
ture of  the  appeal. 

(1)  Since  the  Commissioners  of  Inland  Revenue  are  themselves 
the  legal  assessors  it  is  not  proper,  strictly  speaking,  to  refer 
to  them  as  an  appeal  bod}'.  However,  they  are  given  wide  dis- 
cretion in  the  statute  to  make  modifications  in  the  calculation  of 
the  Duty  either  upon  their  own  initiative  or  upon  specific  appli- 
cation from  the  taxpayer.  On  certain  points  the  final  appeal  is 
to  this  body. 

(2)  In  the  cases  of  certain  specified  topics,  taxpayers  dissatis- 

265  Report,  1916-17,  p.  21. 
^eelbid.,  1917-18,  p.  31. 
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fied  with  the  decisions  of  the  Commissioners  of  Inland  Revenue 
may  appeal  from  them  to  the  Board  of  Referees,  established  un- 
der the  law.  This  Board  of  Referees,  moreover,  has  original 
authority  to  determine  the  reasonableness  of  applications  for  in- 
creases in  the  statutory  percentage  and  certain  similar  matters. 

(3)  In  case  of  dissatisfaction  with  the  amount  of  the  assess- 
ment there  is  a  general  right  of  appeal  to  the  regularly  consti- 
tuted appeal  authorities  under  the  income  tax,  viz.,  the  General 
Commissioners  or  the  Special  Commissioners,  but  the  matters 
specifically  delegated  to  the  discretion  of  the  Commissioners  of 
Inland  Revenue  and  the  Board  of  Referees  are  not  subject  to 
this  appeal. 

In  addition  a  case  may  be  stated  on  a  point  of  law  for  the  opin- 
ion of  the  High  Court. ^^''  Such  cases  are  not  frequent.  Thus  far 
not  a  single  appeal  has  been  made  from  the  decisions  of  the  Board 
of  Referees.  The  ordinary  grivances,  the  appeals  for  special 
treatment  and  the  complaints  against  the  action  of  the  assessors 
are  cared  for  by  the  machinery  described  above.  On  almost  every 
question  of  fact  concerning  which  the  taxpayer  may  disagree  with 
the  surveyor  he  may  appeal  to  a  body  entirely  independent  of 
the  Treasury  which  functions  in  accordance  with  the  principles 
and  spirit  of  arbitration.  The  system  has  given  general  satis- 
faction in  operation.^*'^ 

Appeals  to  the  Commlssiomers  of  Inland  Revemie. — The  Com- 
missioners of  Inland  Revenue  assess  the  Excess  Profits  Duty^®^ 
but,  as  has  been  seen,  the  detailed  work  of  arriving  at  the  liability 
of  the  taxpayer  is  delegated  in  large  measure  to  the  surveyors  in 
the  local  districts.  Thus  it  comes  about  that  the  higher  officials 
of  the  Inland  Revenue,  the  inspectors  and  the  secretaries,  per- 
form a  general  function  of  review  and  appeal  in  the  course  of  the 
action   of  formally   establishing  the   assessments.      There   are   a 

267  Cmd.  288-1,  p.  18. 

268  A  complaint  made  by  the  deputation  from  the  Association  of  Chambers 
of  Commerce  of  the  United  Kingdom,  at  the  Treasury,  24th  April,  1917 
(p.  13),  is  based  in  part  at  least  on  a  misconception.  This  deputation  pre- 
ferred the  appeal  system  used  under  the  Income  Tax  but  apparently  did  not 
understand  that  the  line  of  demarkation  between  the  powers  of  the  Inland 
Revenue  and  those  of  the  general  commissioners  is  not  strictly  drawn  in 
practice  and  did  not  realize  that  the  Board  has  no  option  but  to  refer  to 
the  Referees  appeals  under  Section  40  (3). 

269  Cf.  supra,  p.  99. 
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large  number  of  points  upon  which  the  Commissioners  of  Inland 
Revenue  are  given  power  either  to  exercise  discretion  or  to  give 
specific  directions.  Certain  of  their  decisions  are  subject  to  ap- 
peal to  the  Board  of  Referees.  Certain  others  may  be  appealed 
to  the  income  tax  authorities — the  General  Commissioners  or  the 
Special  Commissioners.  Certain  other  points  are  decided  finally 
by  the  Inland  Revenue. 

Some  points  are  taken  up  for  review  or  special  consideration 
on  the  initiative  of  the  taxpayer.  Others  are  given  special  treat- 
ment by  the  Commissioners  of  Inland  Revenue  without  special  ac- 
tion by  the  taxpayer. 

In  addition  to  its  other  functions  the  Inland  Revenue  receives 
and  transmits  certain  appeals  to  the  Board  of  Referees,  on  which 
the  Commissioners  have  no  power  to  take  action  except  that  they 
may  eliminate  any  which  they  consider  "frivolous  or  vexatious" 
or  duplications  of  cases  already  decided. 

The  points  upon  which  there  is  no  appeal  from  the  decision  of 
the  Commissioners  of  Inland  Revenue  include  sucli  matters  as 
the  determination  of  the  limits  of  an  accounting  period,  the  de- 
termination of  the  allowance  for  directors'  remuneration,'^" 
the  apportionment  of  the  profits  of  long-term  contracts,  and  the 
evaluation  of  good  will  for  purposes  of  invested  capital  in  cases 
of  reorganizations — mostly  technical  points  where  uniformity  of 
treatment  is  important. 

An  appeal  is  given  from  the  decision  of  the  Commissioners  to 
the  Board  of  Referees  in  cases  in  which  they  have  exercised  tlieir 
broad  powers  to  modify  the  provisions  grouped  under  the  "Fourth 
Schedule"""^  which  includes  the  rules  governing  the  determina- 
tion of  profits,  the  establishment  of  the  pre-war  standard  and 
the  computation  of  invested  capital.  The  language  of  the  law 
is  as  follows  :^"^ 

"Where  it  appears  to  the  Commissioners  of  Inland  Revenue  on 
the  application  of  a  taxpayer  in  any  particular  case,  that  any 
provisions  of  the  Fourth  Schedule  to  this  Act  should  be  modified 
in  his  case,  owing  to  a  change  in  the  constitution  of  a  partner- 
ship, or  to  the  postponement  or  suspension,  as  a  consequence  of 
the  present  war,  of  renewals  or  repairs,  or  to  exceptional  de- 
preciation   or   obsolescence    of   assets   employed   in    the   trade   or 

270  Cf.  supra,  pp.  43-44. 

271  Cf.  infra,  Appendix  A,  II. 

272  Finance   (No.  2)  Act,  1915,  sec.  40   (3). 
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business  due  to  the  present  war,  or  to  the  necessity  in  connection 
with  the  present  war  of  providing  plant  which  will  not  be  wanted 
for  the  purposes  of  the  trade  or  business  after  the  termination  of 
the  war,  or  to  any  other  special  circumstances  specified  in  the 
regulations  made  by  the  Treasury,  those  Commissioners  shall  have 
power  to  allow  such  modifications  of  any  of  the  provisions  of  that 
Schedule  as  they  think  necessary  in  order  to  meet  the  particular 
case." 

The  commissioners  are  granted  no  powers  of  discretion  in  trans- 
mitting to  the  Board  of  Referees  appeals  under  this  section  from 
taxpayers  dissatisfied  with  the  modifications  allowed  by  them.^'^ 

The  authority  granted  to  the  Inland  Revenue  in  the  section 
quoted  above  is  much  broader  than  the  similar  authority  granted 
in  our  statute^^*  to  the  Commissioner  of  Internal  Revenue.  The 
British  statute  allows  such  adjustment  as  the  Commissioners  of 
Inland  Revenue  may  "think  necessary  in  order  to  meet  the  par- 
ticular case."  Our  statute  permits  the  Commissioner  to  make 
the  assessment  on  the  showing  of  representative  corporations  en- 
gaged in  a  like  or  similar  trade  or  business.  In  this  country  the 
Commissioner  of  Internal  Revenue  must  accomplish  by  indirection 
what  the  British  statute  permits  the  Commissioners  of  Inland 
Revenue  to  accomplish  directly.  Under  our  statute,  no  matter 
how  clearly  the  abnormal  conditions  affecting  a  particular  tax- 
payer may  be  adjusted  for  the  purpose  of  assessing  the  excess 
profits  tax,  the  Commissioner  is  not  authorized  to  make  such  ad- 
justment. His  authority  extends  only  to  waiving  assessment  un- 
der the  specific  rules  of  the  statute  and  to  making  an  assessement 
based  upon  the  amount  of  tax  paid  by  other  taxpayers  engaged 
in  a  like  or  similar  trade  or  business.  It  is  well  known  that  in  the 
same  general  trade  or  business  particular  concerns  may  be  found 
which  pay  very  large  or  very  small  amounts  of  tax  and  the  specific 
corporations  which  may  be  chosen  by  the  Commissioner  for  the 
purpose  of  comparison  was,  under  the  1917  statute,  at  least,  ap- 

273  Finance  (No.  3)  Act,  1915,  sec.  40  (3).  The  Finance  Act  of  1916  (sec. 
'47,  d)  excluded  a  purchaser  of  a  ship  from  obtaining,  under  this  section, 
"any  greater  relief  than  could  have  been  obtained  by  the  vendor  if  the  ship 
had  not  been  sold,  other  than  relief  in  connection  with  expenditure  by  the 
purchaser  on  improvements  or  repairs." 

In  the  case  of  a  controlled  estalishment  "a  referee  or  board  of  referees 
appointed  or  designated  by  the  Minister  of  Munitions"  might  be  substituted 
for  the  Excess  Profits  Duty  Board  of  Referees.     Finance  Act,  1916,  sec.  55. 

274  Revenue  Act  of  1917,  sec.  210;  Revenue  Act  of  1918,  sec.  338. 
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parently  governed  only  by  his  determination  to  reach  an  amount 
of  tax  which  in  his  opinion  was  proper  to  assess  in  the  case  under 
review.  In  other  words,  he  was  able,  as  a  matter  of  fact,  to  ac- 
compHsh  indirectly  that  which  he  was  not  authorized  to  do  by 
the  statute,  namely  to  take  into  consideration  the  particular  ab- 
normal features  of  a  case  and  determine  an  amount  of  tax  which 
in  his  opinion  was  just  and  equitable. 

It  will  be  noted  that  "exceptional  depreciation"  is  included 
among  the  conditions  which  would  justify  a  British  taxpayer  in 
applying  to  the  Commissioners  of  Inland  Revenue  for  a  modifica- 
tion of  his  assessment,  and,  if  dissatisfied,  in  carrying  his  appeal 
to  the  Board  of  Referees.  In  addition  to  this  provision  an  amend- 
ment was  passed  in  1918"^"  which  required  the  Commissioners  of 
Inland  Revenue  to  transmit  to  the  Board  of  Referees  applica- 
tions "for  the  alteration  of  the  amount  of  any  income  tax  deduc- 
tion for  wear  and  tear" — merely  ordinary  depreciation — unless 
they  considered  such  applications  "frivolous  or  vexatious." 

This  same  discretionary  power  to  weed  out  appeals  is  given 
to  the  Commissioners  of  Inland  Revenue  in  cases  of  application 
to  the  Board  of  Referees  for  changes  in  the  standard  of  profits 
under  Section  42  of  the  statute.^^^  The  Commissioners  may  de- 
cline to  refer  the  application  to  the  board  "if  they  are  of  the 
opinion  that  the  application  is  frivolous  or  vexatious  or  refers 
to  matters  already  decided  by  a  Board  of  Referees." 

The  cases  upon  which  action  by  the  Commissioners  of  Inland 
Revenue  is  subject  to  review  by  the  regular  income-tax  appeal 
authorities  consist  of  those  relating  to  the  amount  of  the  assess- 
ment which  do  not  have  a  special  right  of  appeal  under  the  act.^^^ 

Appeals  to  Income  Tax  Commissioners. — It  will  be  noted  that 
the  appeals  on  questions  which  are  peculiarly  Excess  Profits  Duty 
problems  are  ordinarily  referred  to  the  Board  of  Referees,  either 
after  action  by  the  Commissioners  of  Inland  Revenue  or  without 
such  action.  Other  questions  go  to  the  regular  appeal  authorities 
established  for  income  tax  purposes.     The  statute  provided  that 

"Any  person  who  is  dissatisfied  with  the  amount  of  any  assess- 
ment made  upon  him  by  the  Commissioners  of  Inland  Revenue 
.  .  .  may  (except  in  cases  where  a  special  right  of  appeal  is 
given  .  .  .)  appeal  to  the  General  Commissioners  or  the  division 

275  Finance  Act,  1918,  sec.  24.  (1). 

276  0/.  infra,  p.  125. 

277  Cf.  following  section. 
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in  which  he  is  assessed,  or  to  the  Special  Commissioners.  .  .  .^^^ 
It  should  be  noted  particularly  that  it  is  the  amount  of  the 
assessment  which  is  subject  to  appeal.  Several  points  which 
affect  the  amount  only  indirectly,  such  for  example  as  the  limita- 
tion of  the  accounting  periods,  and  several  points  specifically  left 
to  the  discretion  of  the  Board  of  Inland  Revenue  may  not  be  so 
appealed.'^^ 

The  General  Commissioners  referred  to  are  members  of  local 
honorary,  unpaid  boards  which  are  technically  in  charge  of  the 
income  tax  assessments.  Their  full  title  is  "Commissioners  for 
the  General  Purposes  of  the  Income  Tax."  They  are  often  re- 
ferred to  colloquially  as  "Local  Commissioners"  or  "District 
Commissioners."  In  1919  there  were  approximately  5,600  of 
these  General  Commissioners  in  Great  Britain.  They  are  ap- 
pointed upon  the  nomination  of  the  Land  Tax  Commissioners 
from  among  their  own  numbers.  All  Justices  of  the  Peace  are 
ex  officio  Land  Tax  Commissioners  and  others  are  appointed  from 
an  eligible  list  made  up  of  those  who  have  been  included  in  a 
"Names  Act"  which  is  passed  by  Parliament  from  time  to  time. 
How  the  "Names  Acts"  are  compiled  appears  to  be  one  of  the 
unsolved  mysteries  of  British  governmental   organization.^^" 

The  Special  Commissioners,  who  are  also  designated  as  appeal 
authorities  coordinate  in  power  with  the  General  Commissioners, 
are  income  tax  officials  of  long  standing.  They  owe  their  origin 
to  a  desire  on  the  part  of  business  men  to  be  given  the  right  of 
appeal,  in  income  tax  cases  under  Schedule  D,  to  a  body  which 
is  not  made  up  of  local  people  who  might  profit  from  a  knowledge 
of  the  intimate  facts  revealed  in  the  course  of  hearings  on  assess- 
ments. There  are  at  present  seven  of  these  special  commissioners. 
They  are  permanent,  paid  officials  appointed  by  the  Lords  of 
the  Treasury  and  are  in  no  sense  subordinate  to  the  Board  of 
Inland  Revenue.  Their  salaries  range  from  £850  to  £1000.  They 
maintain  headquarters  in  York  House,  London,  where  they  hear 
appeals  but  in  order  to  serve  the  convenience  of  taxpayers  they 

278  Finance  (No.  2)  Act,  1915,  sec.  45  (5).  For  special  provisions  referring 
to  Ireland  and  to  the  statement  of  a  case  on  a  point  of  law,  cf.  infra,  Appen- 
dix A,  II.  Appeals  in  cases  of  profits  on  trading  stocks  go  to  the  income  tax 
commissioners  (general  or  special).  Finance  Act,  1918,  sec.  35  (3).  In  the 
case  of  certain  shipping  profits  the  appeal  is  to  the  Special  Commissioners 
alone.  Ibid.,  1916,  sec.  4T  (b) ;  ibid.,  1917,  sec.  22  (2),  infra.  Appendix  A,  IV. 

279  Cf.  supra,  p.  119. 

280  Cf.  Testimony  of  Sir  Thomas  Collins,  Cmd.,  288-1,  p.  14  et  s«q. 
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also  go  on  circuit  from  time  to  time,  two  commissioners  forming 
a  quorum.*'*^ 

The  procedure  before  these  commissioners  is  not  elaborate. 
Around  a  table  meets  a  group  consisting  of  the  taxpayer,  repre- 
sented by  counsel  if  he  chooses,  the  General  Commissioners  with 
their  clerk  who  is  often  a  trained  lawyer,  or  the  Special  Commis- 
sioners with  a  special  legal  representative  of  the  Crown  if  the 
case  is  important,  the  surveyor  who  lias  striven  in  vain  to  effect 
an  agreement  both  before  and  after  the  assessment  and  through 
the  assistance  of  his  supervising  inspector.  Witnesses  may  be 
called  and  examined  under  oath.  Decisions  arrived  at  under  these 
circumstances  give  general  satisfaction.  The  taxpayer  feels  that 
he  has  had  a  hearing  under  fair  conditions  for  it  is  for  him  alone 
to  decide  whether  he  prefers  to  have  his  case  settled  by  the  board 
made  up  of  his  friends  and  neighbors  or  by  a  Treasury  body  in- 
dependent of  the  Inland  Revenue. 

The  British  are  very  much  attached  to  the  Boards  of  General 
Commissioners  and  are  jealous  of  any  movement  to  shear  them 
of  any  of  their  powers  to  adjust  cases  on  appeal.  Although  as 
has  been  seen,  their  powers  of  original  assessment  have  largely 
been  taken  over  by  the  Surveyors,  their  position  on  appeals  is 
still  very  strong. 

Appeals  to  the  Board  of  Referees. — The  Board  of  Referees 
constitutes  the  most  distinctive  contribution  made  by  the  Excess 
Profits  Duty  to  the  British  administrative  organization.  It  is, 
in  fact,  the  only  body  which  was  set  up  especially  for  the  pur- 
poses of  this  Duty.  Its  worth  has  been  amply  demonstrated  by 
the  satisfactory  manner  in  which  it  has  solved  the  difficult  prob- 
lems assigned  to  it.  Its  existence  has  resulted  in  the  accomplish- 
ment of  certain  ends  which  could  not  possibly  have  been  gained 
through  ordinary  departmental  machinery,  even  as  modified  for 
purposes  of  the  Duty.  It  will  undoubtedly  remain  as  a  perma- 
nent part  of  the  British  organization  even  though  the  Excess 
Profits  Duty  disappears. 

The  idea  back  of  the  Board  of  Referees  is  essentially  that  which 
is  responsible  for  the  British  arbitration  courts  for  commercial 
disputes.  It  is  the  notion  that  on  certain  questions  a  decision  can 
best  come  from  a  disinterested  group  of  umpires   familiar  with 

281  These  special  commissioners  make  all  of  the  income  tax  assessments  in 
Ireland. 
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the  complicated  conditions  under  which  business  operates  and  free 
from  the  bureaucratic  bias  of  the  administrator  or  the  doctrinal 
bias  of  the  lawyer. 

We  have  nothing  in  our  organization  which  compares  with  this 
body.  The  Excess  Profits  "Advisors"  and  "Reviewers" — now  no 
longer  in  existence — constituted  our  nearest  approach,  but  they 
were,  after  all.  Treasury  officials  even  though  their  outside  con- 
nections and  brief  official  tenure  gave  them  a  certain  degree  of 
detachment  and  freedom  from  the  bureaucratic  point  of  view. 
Our  present  Committee  of  Review  and  Appeal  is  purely  a  de- 
partmental organization  with  no  trace  of  the  arbitration  element 
in  its  constitution.  During  the  war  the  "advisors"  and  "Re- 
viewers," in  spite  of  their  organic  connection  with  the  assessing 
authority  really  functioned  to  a  limited  extent  as  the  Board  of 
Referees  functions  in  Great  Britain  and  their  efforts  were  deeply 
appreciated  and  approved  by  American  taxpayers.  Without 
their  efforts  the  administration  of  the  statute  would  have  been 
practically  unendurable.  The  British  have  this  element  organi- 
cally incorporated  into  their  system  in  a  form  much  superior  to 
that  we  utilized. 

Constitution  of  the  Board  of  Referees. — It  is  the  general  aim 
to  have  the  Board  of  Referees  consist  of  one  or  two  men  trained 
in  the  law  to  preside,  about  twelve  accountants  and  twelve  busi- 
ness men.  The  business  men  are  selected  from  various  branches 
of  industry  and  from  all  parts  of  the  country.  Nominations  for 
a  certain  number  of  places  on  the  Board  are  invited  from  the 
Chambers  of  Commerce.  Membership  is  a  mark  of  honor  and 
distinction.  Appointments  are  made  by  the  Treasury  and  mem- 
bers are  paid  no  salary  but  receive  an  honorarium  of  two  guineas 
per  day  for  expenses.  The  following  list  of  the  members  of  the 
Board  as  constituted  in  March,  1917,  will  give  a  conception  of 
their  high  calibre  and  standing: 

Sir   Charles   Bine    Renshaw,    Bart.,   Scotland,   Chairman   of   Caledonian    Rail- 
way and  Carpet  Manufacturer    (Chairman). 
Lord  Faber,  Yorkshire,  Banker. 

Sir  Clarendon  Hyde,  London,  Partner  in  Pearsons,  Contractors. 
A.  F.  Pease,  Yorkshire,  Coal  and  Iron. 
J.  H.  Tritton,  London,  Banker   (Barclay's  Bank). 
Leif  Jones,  M.P.,  Lloyd's. 
F.  W.  Gibbons,  South  Wales,  Tin-plate. 
J.  E.  Fottrell,  Dublin,  Director  of  Royal  Bank  of  Ireland. 
Alexander  Cooke,  Belfast,  Flax  and  Yarn  Merchant. 
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H.  Woodburn  Kirby,  London,  President  of  the  Institute  of  Chartered  Ae- 
countants. 

A.  C.  Miles,  Manchester,  ex-President  of  the  Institute  of  Chartered  Ac- 
countants. 

R.  H.  March,  Cardiff,  Accountant. 

W.  H.  Cook,  Scothind,  President  of  the  Scottish  Chartered  Society  of  Ac- 
countants. 

Sir  William  Peat,  Accountant    (Shipping). 

C.  Hewetson  Nelson,  Liverpool,  President  of  the  Society  of  Incorporated 
Accountants  and  Auditors. 

W,  T.  Walton,  West  Hartlepool,  Accountant. 

Sir  Jeremiah  Colnian,  Bart.,  London  and  Norwich,  Mustard,  Starch  and 
Blue  Manufacturer. 

C.  D.  Morton,  London,  Chairman  of  a  firm  of  Manufacturers,  Exporters,  and 

Dealers  in  Provisions. 
Howard   Williams,   London,   Chief   Partner   in    Hitchcock,   Williams   and   Co., 

Wholesale   Drapery   Warehousemen   and   Retailers. 
W.  Penrose-Green,  Leeds,  Locomotive  Builder. 
L.  F.  Massey,  Manchester,  Chairman  of  Engineering  Works. 
Walter  Tyzack,  Sheffield,  Cutlery  Manufacturer. 
J.  A.  Jones,  Cardifif  and  Newcastle,  Shipping. 
A.  W.  Faire,  Leicester,  Boot  and  Shoe  Manufacturer. 
William   McLintock,   Accountant,   Glasgow. 
Edward    Manville,    of    London    and    Coventrj',    President    of    the    Associated 

British  Motor  Manufacturers. 

D.  M.  Kerly,  K.C.,  London. 

A.  W.  Wyon,  Accountant,  Partner  in  the  firm  of  Price,  Waterhouse  and  Co. 

It  will  be  noted  that  there  were  28  members  at  this  time  dis- 
tributed among  the  various  professions  and  businesses  as  follows : 
Manufacturing,  9 ;  accounting,  9 ;  banking,  3 ;  mercantile,  2 ; 
law,  1;  contracting,  1;  mining,  1;  shipping,  1;  and  insurance,  1. 
Two  years  later,  July  31,  1919,  the  constitution  of  the  board 
remained  unchanged  except  for  the  absence  of  the  names  of  Sir 
Charles  Bine  Renshaw  and  A.  F.  Pease  and  the  addition  of  W.  F. 
Clark,  a  mining  engineer.  Mr.  Kerly  is  now  chairman.  The 
further  enlargement  of  the  board  was  under  consideration  at  this 
time.^^^ 

The  cause  assigned  for  the  discontinuance  of  our  Advisory 
Tax  Board  was  the  inability  of  the  Treasury  to  enlist  the  services 
of  men  of  the  proper  stamp.  Service  on  that  board  meant  ac- 
cepting a  full-time  position  as  a  treasury  official  and  devoting 
one's  entire  effort  to  the  work.     Service  on  the  British  Board  of 

282  Royal  Commission  on  the  Income  Tax,  1919,  Cmd.  288-1,  p.  67,  footnote. 
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Referees  involves  no  such  sacrifice.  Instead  of  being  overwhelmed 
by  a  multitude  of  individual  cases,  the  time  of  the  Board  is  con- 
served by  the  delegation  of  all  but  the  most  important  matters 
to  the  Board  of  Inland  Revenue  and  the  General  and  Special  Com- 
missioners. The  total  number  of  appeals  which  they  have  actu- 
ally entertained  amounts  to  only  about  one  hundred.  Moreover, 
the  entire  board  does  not  sit,  for  it  has  been  found  feasible  to 
divide  its  membership  into  panels  of  a  half-dozen  members,  so 
that,  although  there  have  been  about  forty  meetings  of  the  Board 
in  all,  it  has  been  necessary  to  ask  the  individual  members  to 
give  only  about  ten  days  apiece  to  the  work.  Immediately  after 
its  establishment  the  Board  met  frequently  and  for  all-day  ses- 
sions. Since  the  first  rush  of  appeals,  the  meetings  have  been 
held  infrequently  and  have  lasted  only  a  few  hours. 

Cases  Subject  to  Appeal  to  the  Board  of  Referees. — As  has 
been  shown  above,'^^  appeals  to  the  Board  of  Referees  fall  into 
three  general  classes : 

(1)  A  taxpayer  dissatisfied  with  the  modifications  made  by  the 
Commissioners  of  Inland  Revenue  under  authority  of  Section 
40  (3)  in  the  rules  of  the  Fourth  Schedule^^*  as  applied  to  his 
case  may  insist  that  his  appeal  be  referred  to  the  Board  of  Ref- 
erees.^^^  The  Commissioners  have  no  power  to  intercept  such  an 
appeal.  They  must  refer  every  one  to  the  Board.  It  is  to  be 
noted  that  such  appeals  come  from  individual  taxpayers  rather 
than  from  classes  of  trade  of  business. ^^'^ 

Most  of  the  appeals  under  this  section  have  had  to  do  with 
modifications  due  to  a  change  in  the  constitution  of  a  partner- 
ship. Thus  far  the  Board  of  Referees  has  not  granted  a  single 
appeal  of  this  type,  the  adjustments  made  under  Part  II  of  the 
Fourth  Schedule  having  proved  sufficient  to  meet  the  situation. ^^^ 
A  number  of  appeals  for  modifications  based  on  war  causes  are 
expected  in  the  course  of  the  adjustment  of  industries  to  post- 
war conditions. 

283(7/.  supra,  pp.  115-116. 

^^*Cf.  infra,  Appendix  A,  11.  The  Finance  Act  of  1917  (sec.  55)  provided 
for  the  reference  of  certain  questions  arising  in  connection  with  the  assessment 
of  controlled  establishments  to  referees  appointed  by  the  Minister  of  Munitions. 

285  Cf.  supra,  pp.  117-118. 

286  Ibid. 

287  Cf.  infra.  Appendix  A,  II. 
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(2)  By  an  amciulnicnt  to  tlic  income  tax  law  passed  in  1918,'^* 
"where  an  application  has  been  made  to  the  Commissioners  of 
Inland  Revenue  for  the  alteration  of  the  amount  of  any  deduc- 
tion for  wear  and  tear,  the  Commissioners,  unless  they  are  of  the 
opinion  that  the  application  is  frivolous  or  vexatious,  shall  refer 
the  case  to  the  Board  of  Referees."  These  are  cases  of  ordinary 
depreciation  rates.  In  such  appeals  that  Board,  "if  satisfied  that 
the  application  is  made  by  or  on  behalf  of  any  considerable  num- 
ber of  persons  engaged  in  any  class  of  trade  or  business"  takes 
the  application  into  their  consideration  and  determines  the  de- 
duction to  be  allowed."^" 

In  the  summer  of  1919  the  writer  was  informed  that  there  had 
not  yet  been  any  cases  before  the  Board  under  this  section. 

(3)  Finally  in  certain  cases  where  the  Commissioners  of  In- 
land Revenue  have  no  authority  at  all  to  make  modifications, 
they  act  as  an  intermediary  in  presenting  appeals  to  the  Board 
of  Referees,  weeding  out  certain  cases  in  the  process.  Such 
cases  are  those  included  within  the  terms  of  the  following  section 
of  the  law  r^^'' 

42.  "Wliere  an  application  is  made.  .  .  . 

(1)  For  an  increase  in  the  statutory  percentage  as  re- 
spects any  class  of  trade  or  business  or  for  a  calculation  of 
the  percentage  standard  in  the  case  of  any  class  of  trade  or 
business  in  which  the  amount  of  capital  actually  employed  in 
the  trade  or  business  is,  owing  to  the  nature  of  the  trade  or 
business,  small  compared  with  the  capital  necessarily  at 
stake  for  that  trade  or  business,  by  reference  to  some  factor 
other  than  the  capital  of  the  trade  or  business  or  to  some  ad- 
ditional factor:  or 

(2)  For  an  alteration  of  the  pre-war  standard  of  profits 
as  respects  capital  employed  for  the  purpose  of  the  manu- 
facture of  war  materials  or  for  munitions  work  and  which 
could  not  be  expected  to  be  remunerative  or  wholly  remuner- 

288  Finance  Act,  1918,  sec.  24  (1).  Cf.  also,  Income  Tax  Act,  1918,  8  and 
9,  Geo.  5,  Ch.  40,  Schedule  D,  Cases  I  and  II,  rule  6  (7). 

289  Moreover  in  the  codification  of  the  income  tax  accomplished  in  1918 
(8  and  9  Geo.  5,  Ch.  40)  an  appeal  is  given  to  "a  referee  or  board  of  referees 
to  be  appointed  for  the  purpose  by  the  Treasury"  in  cases  of  dissatisfaction 
with  an  income  tax  assessment  based  on  a  percentage  of  turnover.  Income 
Tax  Act,  1918,  All  Schedules  Rules,  no.  9. 

290  Finance  (No.  2)  Act,  1915,  sec.  42. 
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ative,  except  in  time  of  war,  in  a  business  which  has  been 

wholly  or  mainly  carried  on  for  those  purposes." 
An  appeal  falling  within  this  class  is  filed  with  the  Commission- 
ers of  Inland  Revenue  who  refer  it  to  the  Board  of  Referees  un- 
less "they  are  of  the  opinion  that  the  application  is  frivolous  or 
vexatious  or  relates  to  matters  already  decided  by  the  Board  of 
Referees. "'^^  Moreover,  the  last  phrase  regarding  matters  al- 
ready decided  does  not  prevent  the  Commissioners  from  referring 
back  to  the  Board  of  Referees  any  matters  already  decided  by 
the  Board  in  cases  affecting  classes  of  trade  or  business,^^^  which, 
in  their  opinion,  deserve  reconsideration  or  review,  this  point  be- 
ing specifically  covered  by  an  amendment  passed  in  1917."^^ 

As  a  matter  of  fact,  the  Commissioners  of  Inland  Revenue  have 
never  exercised  their  power  to  intercept  an  appeal  as  frivolous 
or  vexatious.  They  have  attempted  to  dissuade  petitioners  when 
they  considered  that  the  appeals  were  lacking  in  merit  but  they 
have  in  no  case  refused  to  transmit  an  appeal  to  the  Board  of 
Referees. 

It  will  be  noted  that  there  are  really  three  types  of  applications 
included  in  this  third  class : 

(a)  Appeals  for  an  increase  in  the  statutory  percentage; 

(b)  Appeals  for  the  calculation  of  a  special  percentage  stan- 
dard and 

(c)  Appeals    for   the   alteration   of   the  pre-war   standard   of 
munitions  concerns. 

Most  of  the  appeals  considered  by  the  Board  of  Referees  have 
fallen  in  group  (a) — applications  for  increases  in  the  statutory 
percentage  in  a  "class  of  trade  or  business."  The  action  of  the 
Board  on  these  appeals  is  treated  in  detail  in  sections  which  fol- 
low.2^* 

Very  few  applications  have  been  received  in  group  (b),  appeals 
for  the  calculation  of  a  percentage  standard  by  reference  to  some 
other  factor  than  the  capital  in  cases  where  the  capital  invested 
is  small  compared  with  the  capital  at  stake.  This  section  was 
originally  designed  to  meet  the  objections  of  those  engaged  in 
underwriting  risks  and  does  not  apply  to  cases  where  the  total 

291  Finance  (No.  2)  Act,  1915,  sec.  42. 

292  Note   that  this   permission   is   not  extended   to   cases   falling   under    (2) 
above. 

293  Finance  Act,  1917,  sec.  25. 
29*  Cf.  infra,  p.  130  et  sea. 
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capital  at  the  risk  of  the  business  is  small  compared  witli  the 
profits.  In  only  two  cases  have  such  special  standards  been  set  up 
by  order  of  the  Board.  They  are  the  businesses  of  underwriting 
and  insurance  (fire,  accident,  and  general,  not  including  life  or 
marine).  The  "other  factor  than  the  capital"  selected  as  the  base 
for  the  calculation  of  the  percentage  standard  in  the  case  of  the 
specified  insurance  companies  was  taken  to  be  the  net  premium  in- 
come and  the  standard  was  to  be  ascertained  by  applying  the 
statutory  rate  to  an  amount  equal  to  one-half  of  that  income  for 
the  year  at  the  end  whereof  capital  is  to  be  reckoned. "'^^  In  the 
case  of  the  marine  insurance  companies  the  amount  of  the  entire 
net  premium  income  for  the  year  was  taken  in  place  of  the  invested 
capital. 

The  powers  of  the  Board  with  reference  to  appeals  falling  in 
group  (c) — munitions  concerns — have  apparently  not  been  exer- 
cised, the  determination  of  equitable  allowances  having  been  ac- 
complished by  other  methods. 

It  is  evident,  then,  that  the  activity  of  the  Board  has  been  re- 
stricted almost  exclusively  to  the  consideration  of  appeals  from 
classes  of  trade  or  business  for  increases  in  the  statutory  per- 
centage. 

"Class  of  a  Trade  or  Business"  Defined. — An  application  to  the 
Board  of  Referees  for  an  increase  in  the  rate  of  depreciation,  the 
statutory  percentage  or  for  the  calculation  of  a  special  percentage 
standard  is  entertained  only  when  it  is  presented  by  a  class  of 
trade  or  business.  This  phase  is  defined  in  the  statute  so  as  to 
extend  the  permission  to  appeal  to  "any  subdivision  of  a  trade  or 
business  based  either  on  any  special  feature  of  the  trade  or  busi- 
ness or  on  locality  ...  in  any  case  where  the  Board  of  Referees 
are  of  opinion  that  the  subdivision  can  properly  be  dealt  with 
separately.""^^ 

The  interpretation  of  this  definition  of  "class  of  trade  or 
business"  is  made  by  the  Board  of  Referees  in  the  course  of  its 
decisions  as  to  whether  it  will  entertain  particular  appeals  from 
individual  concerns  who  maintain  that  they  should  be  treated  as 
a  class  or  as  a  subdivision  of  a  class.  However,  if  it  is  admitted 
that  the  class  includes  other  concerns,  an  appeal  from  a  single 
concern  is  not  considered  even  though  it  be  contended  that  the 

295(7/.  Appendix  D. 

296  Finance  (No.  2)   Act,  1915,  sec.  42. 
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appealing  taxpayer  is  the  only  member  of  the  class  which  has 
earned  enough  to  make  it  liable  for  Duty  or  that  competition 
among  members  of  the  class  is  so  bitter  as  to  prevent  combination 
for  purposes  of  a  collective  appeal  or  other  general  trade  pur- 
poses. It  is  understood,  however,  that,  while  a  petitioner  must 
speak  on  behalf  of  all  or  the  bulk  of  his  class  of  trade,  the  Board 
would  probably  not  refuse  to  hear  an  appeal  in  a  case  where  as 
many  as  25  per  cent  of  the  concerns  failed  to  support  the  peti- 
tion. 

When  a  single  concern  appeals  to  be  considered  as  a  class  on 
the  ground  that  it  is  the  only  concern  engaged  in  the  business  in 
a  given  locality,  it  must  be  shown  conclusively  that  there  are 
factors  of  location  which  affect  the  enterprise  so  fundamentally 
as  to  make  it  truly  unique.  Thus  a  group  engaged  in  bootmak- 
ing  in  a  Scotch  village  was  discouraged  from  appealing  as  a  class 
while  a  favorable  award  was  made  in  the  case  of  an  appeal  of  a 
single  concern  engaged  in  mining  chrome  ore  on  an  island  in 
mid-ocean. 

It  is  difficult  to  persuade  the  Board  of  Referees  to  recognize 
an  appeal  from  a  single  individual  who  refines  the  definition  of 
his  subdivision  or  class  by  restrictions  consisting  of  references 
to  the  "special  features"  of  the  business.  It  is  understood  that 
the  Board  insists  that  such  "special  features"  shall  not  be  merely 
accidental  but  shall  be  incidents  in  the  nature  of  special  risks 
connected  with  the  trade  of  really  substantial  importance  in  their 
effect  upon  the  amount  of  the  Duty. 

The  classification  of  business,  however,  is  sometimes  carried 
to  a  high  degree  of  refinement.  For  example,  the  Board  has 
recognized  distinction  between  no  less  than  three  types  of  tin 
mining  in  Malay.  The  statutory  percentage  was  made  13  and 
14  per  cent  in  the  case  of  concerns  engaged  in  "the  mining  of 
alluvial  tin  in  the  Federated  Malay  States  (not  including  mining 
by  operating  bucket  dredges)"  while  it  was  made  16  and  17  per 
cent  in  the  case  of  concerns  "mining  lode  tin  in  the  Federated 
Malay  States."  The  rate  was  made  13  and  14  per  cent  in  the 
case  of  concerns  engaged  in  the  "mining  of  alluvial  tin  in  the 
Federated  Malay  States  and  Siam  by  operating  bucket  dredges." 
There  were  still  additional  classes  consisting  of  the  tin  mines  in 
Nigeria  and  those  in  the  United  Kingdom. 

The  collection  of  evidence  and  the  conduct  of  appeals  naturally 
falls  to  a  considerable  extent  within  the  province  of  existing  trade 
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organizations.  The  officials  of  the  London  Chamber  of  Com- 
merce, for  example,  stated  that  they  had  prepared  the  cases  for 
several  classes  of  business  and  had  represented  the  class  before  the 
Board  of  Referees. 

It  is  apparent  that  a  reduction  through  appeals  to  the  Board  of 
Referees  is  never  obtained  merely  because  of  the  fact  that  the  ap- 
pellant is  subject  to  a  large  tax.  Relief  can  be  secured  only  in 
case  where  the  taxpayer  can  show  that,  for  some  reason  inherent 
to  the  nature  of  the  business,  he  deserves  a  higher  standard. 
Moreover  an  individual  concern  can  secure  a  hearing  only  in  a 
case  where  it  is  in  the  unique  position  of  being  absolutely  the 
only  representative  of  a  class  of  trade  or  business  as  above  defined. 

Orders  of  the  Board  of  Referees. — When  an  order  is  made  by 
the  Board  of  Referees  which  increases  the  statutory  percentage  or 
alters  the  percentage  standard  "as  respects  any  class  of  trade  or 
business"  the  statute  states  that  the  increases  and  alterations 
shall  be  made  "as  respects  any  trade  or  business  belonging  to 
that  class. "^"^  Orders  of  the  Board  of  Referees  establishing 
special  percentage  standards  or  increasing  statutory  percentages 
are  published  in  the  London  Gazette. 

The  practice  contrasts  sharply  with  ours  under  which  relief 
is  never  extended  to  classes  by  administrative  action  but  only  to 
individual  cases  upon  individual  application.  Much  injustice  is 
caused  here  by  this  rule  because  relief  is  often  extended  to  one 
concern  and  not  to  another,  similarly  circumstanced,  because  the 
first,  aggressive  and  well-advised,  happened  to  push  a  claim  for 
relief  while  the  second,  because  of  ignorance,  inertia  or  expense, 
failed  to  do  so. 

Orders  of  the  Referees  are  effective  as  from  the  date  specified 
in  the  order. '^^  It  is  the  custom  in  the  case  of  special  percentage 
standards  to  grant  the  increases  from  the  time  when  the  original 
act  went  into  effect. 

General  Procedure  Before  the  Board  of  Referees. — All  appeals 
to  the  Board  of  Referees  pass  through  the  hands  of  the  Inland 
Revenue.  The  statute,  however,  does  not  prescribe  what  shall  be 
the  position  of  the  Inland  Revenue  in  a  hearing  before  the  Board 
of  Referees.  As  a  matter  of  practice,  the  Inland  Revenue  makes 
every  effort  to  make  an  adjustment  to  the  extent  of  its  statutory 

207  Finance  (No.  2)   Act,  1915,  sec.  42. 
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authority  and  as  a  result  the  Referees  hear  the  case  only  after 
the  issues  have  been  sharply  defined  and  the  facts  carefully  pre- 
pared. The  case  is  either  one  where  the  Inland  Revenue  thinks 
that  the  taxpayer  is  asking  for  a  modification  which  is  unreason- 
able— when  the  Referees  must  virtually  take  a  position  of  an  arbi- 
trator and  decide  between  the  parties  to  the  dispute;  or  the  case 
is  one  where  the  class  of  business  is  asking  for  an  increased  statu- 
tory percentage — ^when  the  Board  of  Referees  is  very  eager  to 
have  the  Inland  Revenue  appear  as  a  "friend  of  the  court"  in 
order  that  it  may  receive  its  advice  as  to  what  increase,  if  any, 
should  be  granted.  Consequently  the  Inland  Revenue  is  always 
in  the  midst  of  the  proceedings  before  the  Referees.  As  a  mat- 
ter of  fact  the  final  preparation  of  the  appeals  is  usually  done 
by  the  technical  staff  of  the  Inland  Revenue.  Often  as  a  result 
of  the  preliminary  discussions,  the  appealing  trade  and  the  In- 
land Revenue  present  a  united  front,  the  trade  preferring  to 
modify  their  demands  in  order  to  secure  the  advantage  of  the 
hearty  support  of  the  Inland  Revenue  at  the  hearing  before  the 
Board  of  Referees.  The  recommendations  of  the  Inland  Revenue 
always  carry  great  weight  with  the  Board.  Indeed  the  officials 
could  recall  no  case  in  which  an  appeal  had  been  granted  con- 
trary to  their  advice,  except  one  in  which  the  Boai'd  of  Referees 
declined  to  grant  as  liberal  relief  as  the  Inland  Revenue  was  pre- 
pared to  concede ! 

When  the  Commissioners  of  Inland  Revenue  receive  an  appeal 
to  the  Board  of  Referees,  they  examine  it  to  make  sure  that  it  is 
in  regular  form  and  attach  a  statement  setting  forth  the  extent 
to  which  they  are  prepared  to  admit  the  facts  as  stated.  Then, 
if  there  is  any  dispute  as  to  facts,  there  is  an  interlocutory  ap- 
pointment with  the  chairman  of  the  Board  of  Referees  at  which 
the  appellant  receives  definite  directions  as  to  issues  which  should 
be  raised  and  as  to  supporting  evidence  which  should  be  submit- 
ted. Two  weeks  before  the  final  hearing,  proofs  of  the  evidence 
are  exchanged  between  the  Inland  Revenue  and  the  appellant  and 
eight  days  before  the  hearing  they  are  filed  with  the  Referees. 
About  two-thirds  of  the  cases  are  decided  without  oral  argument 
before  the  Board.  The  decision  is  given  in  writing  on  the  day  of 
the  hearing.  Only  three  weeks  are  ordinarily  required  to  carry 
a  case  from  the  notice  of  appeal  to  the  final  decision. 

Increased      Statutory      Percentages — General. — The      BritisH 
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statute  recognizes  niucli  more  frankl}'  tlian  our  own  the  great 
diversity  of  business  and  the  consequent  necessity  for  ehisticity 
of  treatment.  Probably  the  actual  range  of  conditions  is  greater 
in  the  case  of  British  business  than  in  our  own,  due  to  the  ex- 
tensive colonial  developments.  Then,  too,  under  the  British  in- 
come tax  procedure,  with  its  limited  recognition  of  depreciation 
and  its  entire  disregard  of  depletion  and  capital  losses,  it  was 
even  more  important  than  in  our  case  that  the  statutory  per- 
centage be  made  flexible.  However,  a  given  percentage  of  re- 
turn on  invested  capital  could  not  hope,  in  either  England  or 
America,  to  apply  equitably  to  all  classes  of  business.  In  estab- 
lishing their  procedure  for  introducing  the  necessary  elasticity 
the  British  have  distinctly  surpassed  us.  Relief  is  extended  sys- 
tematically and  uniformly.  Our  relief  is  neither  systematic  nor 
uniform. 

The  Board  of  Referees  does  not  announce  the  basis  upon  which 
it  rests  its  decisions  as  to  whether  increased  percentages  shall  be 
granted.  This  is  in  conformity  with  the  general  theory  of  British 
Tax  administration  that  the  taxpayer  should  proceed  to  carry 
on  his  business  and  make  up  his  accounts  as  he  would  if  there  were 
no  tax  in  existence.  Too  detailed  knov,'ledge  of  the  procedure,  it 
believes,  encourages  the  rigging  of  accounts  and  the  warping  of 
the  form  of  transactions  in  an  attempt  to  avoid  the  tax. 

It  is  understood,  however,  that  in  considering  appeals  for  per- 
centages in  excess  of  that  established  in  the  statute  the  Board 
bases  its  decisions  on  the  theory  that  this  portion  of  the  tax  is 
distinctively  an  excess  profits  tax  with  an  invested  capital  stan- 
dard rather  than  a  war  profits  tax  with  a  pre-war  standard. 
What  such  concerns  are  accustomed  to  earn  is  considered  beside 
the  point,  although  what  such  concerns  are  accustomed  to  lose  is 
considered  the  best  possible  evidence  regarding  the  degree  of  risk 
involved.  The  real  question  is  whether  there  appear  to  be  any 
circumstances  surrounding  this  class  of  business  which  makes  it 
economically  necessary  for  them  to  receive  an  abnormally  large 
return  on  their  invested  capital. "°^  The  special  circumstances 
which  appear  to  be  considered  of  most  importance  are  depletion, 
deferred  yield  and  risk.  Depletion  is  adequately  cared  for  in  this 
country  through  the  allowance  of  full  deductions  in  arriving  at 

299  Cf.  supra,  p.  17,  footnote  63. 
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taxable  profits. '°°  In  Great  Britain  depletion  is  not  recognized 
as  a  proper  deduction^°^  and  in  making  comparisons  the  fact  that 
the  statutory  percentage  includes  depletion  must  always  be  kept 
in  mind.  Here  we  make  no  specific  modification  for  the  deferred 
yield  or  for  risk.  With  respect  to  deferred  yield,  we  do  not  even 
give  the  recipient  the  reliefs  granted  under  the  British  pro- 
visions regarding  capital  temporarily  non-productive  and  set 
offs  and  refunds  for  bad  years,  to  say  nothing  of  this  special 
arrangement  for  an  increased  statutory  percentage.  With  re- 
spect to  risk  it  is  true  that,  under  our  different  concept  of  in- 
come, we  do  permit  the  deduction  of  capital  losses,  but  it  is  ob- 
vious that  our  rigid  scheme  of  taxing  the  result  of  each  year's 
operations  without  reference  to  what  has  happened  before  or 
what  may  happen  thereafter  effectually  prevents  risk  from  being 
taken  fully  into  account  even  for  an  industry  as  a  whole.  More- 
over, the  irregular  distribution  of  the  losses  among  the  indi- 
vidual concerns  in  a  given  industry  makes  it  inevitable,  in  the 
absence  of  general  relief  such  as  the  British  give,  that  our  excess 
profits  tax  should  in  some  cases  fall  upon  what  are,  in  effect,  noth- 
ing more  or  less  than  insurance  funds.  This  fact  is  implicitly 
recognized  in  our  law  when  we  extend  to  mining  and  oil  com- 
panies the  right  to  calculate  depletion  on  a  special  arbitrary  basis. 
This  is  merely  a  bunglesome  attempt  to  recognize  a  factor  which 
the  British  take  into  account  in  a  straightforward  scientific  man- 
ner. For  example,  who  may  deny  that  the  British  special  al- 
lowance of  an  additional  2^  per  cent  in  the  case  of  California 
oil  producers  is  a  more  practical  solution  than  our  special  de- 
pletion allowance  on  the  basis  of  value  after  discovery? 

An  inspection  of  the  published  decisions  of  the  Board  of  Ref- 
erees makes  it  evident  that  it  does  not  hesitate  to  increase  the 
statutory  percentage  when  an  enterprise  is  subject  to  risks  such 
as  great  distance  from  home  supervision,  exposure  to  unsettled 
political  conditions'"^  and  the  presence  of  unusual  rates  of  de- 
pletion. In  the  case  of  very  risky  ventures  the  statutory  per- 
centage is  increased  to  a  point  which  is  startlingly  high  as  com- 
pared with  our  modest  8  per  cent  allowance.  The  highest  awards 
by    the    British   Referees    have   been    a   percentage    of   29^2    per 

300  Cf.  Revenue  Act  of  1918,  sees.  214,  234. 

301  Cf.  infra,  p.  55. 

^o^E.ff.,  oil  raising  in  Burma,  2y2  per  cent  additional;  oil  raising  in  South 
Russia,  8  per  cent  additional. 
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cent^°^  on  pre-war  capital  and  321/)  per  cent^"^  on  new  capital, 
but  this  was  for  a  mining  venture  in  which  no  depletion  was  de- 
ductible except  through  this  percentage. 

Applications  from  mercantile  undertakings  at  home  have  not 
fared  well  before  the  Board  of  Referees,  The  great  majority  of 
the  cases  favorably  received  have  been  undertakings  abroad. 

It  occasions  surprise  that  a  list  of  applications  which  includes 
such  narrowly  defined  classes  of  business  as  "oil  raising  in  As- 
sam," "lending  money  on  mortgage  in  Mauretius,"  and  "theaters, 
in  the  West  End  of  London,"  should  be  as  short  as  it  is,  contain- 
ing in  all  only  131  items.  If  England  with  her  wider  range  of 
undertakings  can  meet  the  problem  of  the  adaption  of  profits 
taxation  to  special  types  of  business  with  so  slight  an  expenditure 
of  effort,  it  is  interesting  to  speculate  as  to  what  might  be  ac- 
complished in  equalizing  the  tax  in  this  country  if,  say,  only  a 
dozen  special  classes  of  business  were  recognized  and  special  per- 
centages granted.  The  Treasury  is  already  in  the  possession  of 
data  which  should  be  of  great  assistance  in  determining  what 
these  percentages  should  be. 

List  of  Increased  Statutory  Percentages. — The  following  is  a 
complete  list,  so  far  as  the  writer  has  been  able  to  check  it,  of 
the  increases  in  statutory  percentages  granted  by  the  Board  of 
Referees.  The  figures  given  relate  to  corporations  and  repre- 
sent the  increase  over  the  basic  6  per  cent  general  allowance. 
Unincorporated  concerns  originally  received  an  additional  one 
per  cent  which  figure  was  increased  to  two  per  cent  as  of  January 
1,  1917.  From  the  same  date  in  the  case  of  new  concerns  and 
of  new  capital  in  old  concerns  the  old  6  per  cent  rate  was  in- 
creased by  two  per  cent  as  of  January  1,  1917.  From  the  same 
date  in  the  case  of  new  concerns  and  of  new  capital  in  old  con- 
cerns the  old  6  per  cent  rate  was  increased  by  3  per  cent  which 
was  to  apply  in  addition  to  any  special  allowances  made  by  the 
Board  of  Rcferees.^°^  Consequently,  to  arrive  at  the  total  allow- 
ance for  a  concern  included  in  one  of  the  classes  in  the  following 
list,  6  per  cent  should  be  added  if  it  is  a  corporation  and  8  per 
cent  if  it  is  a  partnership,  with  3  per  cent  more  if  it  is  a  new 
concern  or  if  the  item  is  one  of  capital  recently  invested. 

303  These  rates  apply  to  unincorporated  ventures. 

304  This  is  increased  one  per  cent  under  the  proposed  1920  legislation. 

305  Cf.  supra,  pp.  91-93. 
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Additional 
Percentage 

Aeronautical   instruments,   manufacturers   of nil 

Agriculture   in    Greece 6 

Aircraft  manufacture    9 

Antimony  mining  and  smelting  in  Mexico 11 

Antimony    smelting    nil 

Asbestos  mining  in  Rhodesia   10 

Balata,  collection,  preparation  and  sale  of 4 

Boot   making    nil 

Cement  manufacture,  excluding  cement  for  plastering,  etc i/g 

Chrome  ore  mining  in  New  Caledonia 161/3 

Cinemas    5 

Coal  mines  in  Bengal 4 

Coal  mines  in  Great   Britain 3 

Coal    mines    in    Rhodesia 4 

Coal  mines  in  Union  of  South  Africa 3 

Cocoanut  growing  in  the  Middle  East 4 

Cocoanut  growing  in   British   West   Indies 51/3 

Cocoanut   and   palmyra   palm   manufactures    in    Southern    India    and 

Ceylon     21/3 

Coke  manufacture  in   Rhodesia 3 

Coke  manufacture  in  the  United  Kingdom 2 

Cold    storage    1 14 

Copper   mining  in  California 4 

Copper  mining  in  Chile 4 

Copper  mining  in   Rhodesia 9 

Cotton   production   in   the   Sudan 6 

Electric  light  and  power  at  Hankow 3 

Electric  supply  in  India  1 

Electric  supply  in   London 1 

Electric    supply   in   the   Provinces,   etc li/g 

Electric   supply  in   Victoria li/^ 

Electric   traction   at   Shanghai 3 

Electric  tramways  in  Cape  Colony I14 

Electric   tramways  in   India 1 

Electrical    cable    manufacturers    1 

Electrical   and   pneumatic  power  in   Transvaal • 3 

Electrical  machinery,  etc.,  manufacture  of 1 

Electrode    manufacture    nil 

Engineering  in  Bengal 3 

Erinoid    manufacture    1 14 

Explosives,    manufacture    of ' 2 

Flax  preparation   in  Great   Britain 4 

Flour  milling  in   South   America I14 

Gas  mantles,  manufacture  of ■ 3 

Gold   mining  in   British   India 31 V3 

Gold  mining  in  Colombia 9 

Gold  mining  in   Egypt 31i/^ 

Gold  mining  in   Rhodesia 161/3 

Gold  mining  in  West  Africa 161/3 

Grain  export  from  the  Argentine li/^ 

Hosiery  manufacture   nil 

Importers   of   table   glassware nil 

Indigo   growing    6 

Iron  and  steel  manufacture  in  Bengal 4 

Iron  ore  mining  in   Algeria 8 

Iron  pyrites  in  the  Iberian  Peninsula nil 

Jute    merchants nil 

Jute  spinning,  etc.,  in  Bengal 1 

Lead  mining  in  Western  Australia 8 
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Additional 
Percentage 

Lending  money  on  mortgage  in  Mauritius 1  i/a 

London   omnibuses    2 

London  wliolcsale  tea  and  coffee  dealers nil 

Magnesite   mining   in   Greece 4 

Magnet    manufacture     5 

Magneto    manufacture    5 

Manganese  ore  mining  in  Great   Britain 10 

Manganese  ore  mining  in   India .  4 

Mangrove   products    (Borneo) '4 

Marine  salvage    9 

Merchants   in    Philippine    Islands 1  i/s 

Military   Ornaments,  etc.,  manufacture  of Syg 

Mining    in    Burma 61/2 

Motor  manufacture    1 

Music    halls     5 

Myrabolom  production  In  India   5 

Newspapers  (mainly  dissemination  of  news  and  not  comment  on)  in 

Scotland     2 

Newspapers    (England,  Wales  and   Ireland) 3 

Nickel  mining  in   New  Caledonia 2 

Nitrate    extraction    in    Chile 3 

Oil    producing    in    California 2|^ 

Oil   producing   in   Trinidad 8 

Oil  raising   in   Assam 2 

Oil  raising  in  Burmah   2V2 

Oil  raising  in  Caucasus 41/0 

Oil   raising   in   Persia 5 

Oil  raising  in   Peru 2l^ 

Oil  raising  in   Rouraania 21/3 

Oil  raising  in  South  Russia 8 

Paint,  colour  and  varnish  manufacture nil 

Pig  iron,  manufacture   of 1 

Portland  cement  manufacture  in  South  Africa 2i/^ 

Potato   flake  manufacture nil 

Provincial    omnibuses    2 

Quebracho  tree,  extraction  of  essences  from 3 

Road-making   material,   manufacture   of    214 

Rubber  goods,  manufacture  of nil 

Rubber    growing    4 

Rubber  production  in  Bolivia 4 

Salt,  production  of    IV2 

Shale 31/3 

Sheep-farming  in  Chile  and  Patagonia 5 

Shipping,  specially  designed   nil 

Silica   ware,   manufacture    of 3 

Steel  manufacture 2 

Stevedores     ^ nil 

Straits  Plantations,  Ltd 4 

Sugar   growing  in   Argentine 5 

Sugar  growing  in  British   India 5 

Sugar  growing  in  Mauritius   51/3 

Sugar  growing  in   Natal 514 

Sugar  growing  in  Portuguese  East  Africa Si/g 

Sugar  growing  in  West  Indies,  etc 5 

Sulphide  mining  in  New  South  Wales 3% 

Synthetic  dyestuffs,  production  of 3 

Tea  growing  and  manufacture  in  British  India  and  Ceylon 2 

Tea  growing  and  manufacture  in   Netherlands,  East  Indies 2 

Telephone  service   in  Chile IVz 
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A  dditional 
Percentage 

Theaters  in  the  West  End  of  London 9 

Theaters  elsewhere  than  in  the  West  End  of  London 5 

Thoroughbred   breeders    7 

Tin  dredging  in  Malay  and  Siam 7 

Tin  mining  in   Malay 7 

Tin  mining  in  Malay   (Lode  tin) : 10 

Tin    mining    in    Nigeria 7 

Tin  mining  in  United  Kingdom 19 

Tramways  and   light   railways ' IVs 

Tramways    in   New   Zealand 11/2 

Tramways  in  Victoria    11/2 

Tungsten,  etc.,  manufacture  of  (for  high-speed  steel) 6 

Tungsten   and  molybdenum,  manufacture   of 6 

Wattle  growing  in   Natal 3 

Wolfram  mining  in  Portugal   5 

Wood   pulp   manufacture   in    Portugal 2 

Zinc  oxide  manufacture  in   United   Kingdom 6 

Success  of  the  Board  of  Referees. — In  the  course  of  the  budget 
debate  on  May  2,  1917,  Mr.  McKenna  took  occasion  to  bestow 
high  praise  upon  the  Board  of  Referees  in  the  following  words : 

"It  is  only  fair  that  our  attention  should  be  drawn  to  another 
factor  which  has  greatly  facilitated  the  operation  of  the  tax. 
One  of  the  elements  of  great  doubt  was  the  settling  of  disputed 
questions  by  particular  trades  as  to  what  their  allowances  should 
be  in  the  way  of  interest.  The  settlement  of  that  question  in  re- 
gard to  each  trade  was  referred  to  a  body  of  referees  set  up  and 
presided  over  in  the  first  instance  by  my  right  hon.  Friend  the 
Irish  Secretary,  whom  I  am  glad  to  see  in  his  place.  The  very 
great  ability  and  celerity  with  which  that  work  was  done  far 
exceeded  the  anticipations  which  were  formed  at  the  time,  with 
the  result  that  the  Treasury  had  been  able  to  collect  not  far 
short  of  double  the  amount  which  we  estimated  would  come  in  in 
April  last."'°« 

The  approval  of  the  Board  here  expressed  is  re-echoed  from 
every  quarter.  The  officials  of  the  Inland  Revenue  testify  that  it 
has  proved  to  be  an  invaluable  part  of  the  machinery.  Even 
though  its  function  appears  on  the  surface  to  be  a  somewhat 
mechanical  "rubber  stamping"  of  the  recommendations  of  the 
Inland  Revenue,  as  a  matter  of  fact  the  sanction  of  the  Referees 
is  something  very  vital  and  important  and  their  attitude  toward 
a  particular  question  can  never  be  definitely  foretold.  At  any 
time  the  Board  may  insist  upon  something  very  different  from 
what    the    Revenue    desires.       The    public    generally    has    the 

306  Debates,  93:395-6. 
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greatest  confidence  in  tlie  Board.  The  business  men  consider  it 
their  especial  representative.  The  Association  of  British  Cham- 
bers of  Connncrce,  in  giving  evidence  through  Sir  Algernon  F. 
Firth,  Bt.,  before  the  Royal  Commission  on  the  Income  Tax,  re- 
ferred to  the  Board  with  approval  as  a  body  which  "has  had  and 
is  having  a  most  valuable  experience"  and  recommended  the  ex- 
tension of  its  functions  for  income-tax  purposes. ^°^ 

Decisions  of  the  Board  arc  accepted  gracefully.  To  complain 
about  an  award,  when  the  proceedings  are  conducted  essentially 
as  an  arbitration,  is  considered  to  be  very  "bad  form."  The 
writer  heard  of  only  one  case  where  a  trader  had  failed  to  accept 
his  decision  with  good  grace  and  he  was  quite  frankly  dubbed  a 
"poor  sport"  by  the  business  man  who  mentioned  the  occurrence. 

SuMMARf 

The  chronological  account  of  the  development  of  the  statute 
given  in  Part  One  (pages  1-2-i)  renders  it  unnecessary  to  sum- 
marize the  statutory  provisions  again  at  this  place.  It  remains, 
however,  to  indicate  those  points  in  the  British  procedure  and 
organization  which  are  particularly  interesting  and  suggestive  to 
students  of  the  American  problem. 

The  most  troublesome  problem  encountered  in  the  administra- 
tion of  our  excess  profits  tax  has  been,  of  course,  the  equitable 
treatment  of  the  abnormal  cases.  The  main  provisions  of  the 
law  are  necessarily  framed  with  the  typical  normal  case  in  view 
and  if  a  concern  has  no  particular  features  the  application  of 
the  tax  usually  occasions  no  great  hardship.  However,  real  dis- 
tress and  inequity  often  does  appear  when  the  invested  capital 
cannot  be  readily  determined;  or  when,  because  of  the  nature  of 
the  business  or  because  good-will  has  been  excluded  under  the  arbi- 
trary limitation,  the  invested  capital  bears  slight  relationship  to 
the  profits ;  or  when  an  ordinarily  large  sum  is  realized  in  a  single 
year,  perhaps  as  the  result  of  the  sale  of  a  capital  asset,  and 
under  various  other  special  circumstances. 

Indeed  a  very  large  percentage  of  the  cases  appear  to  deserve 
special  consideration  and  treatment.  Our  attempts  to  care  for 
these  abnormal  cases  have  not  given  satisfaction.  We  have  found 
it  difficult  to  introduce  the  desirable  elasticity  into  our  statute 
and  to  utilize  such  elasticity  as  exists  in  a  broad  and  fair  spirit. 

307  Monthly  Proceedings  of  the  Association  of  British  Chambers  of  Com- 
merce, July  1919,  No.  653,  p.  60. 
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The  threatened  breakdown  of  our  administration  is  traceable  in 
large  part  to  this  situation.  A  taxpayer  who  is  convinced  from 
his  experience  with  the  Treasury  that  the  Government  either  can- 
not or  will  not  give  him  equitable  treatment  will  be  inclined  to 
take  measures  to  protect  himself  and  will  ordinarily  have  few 
qualms  of  conscience  if  those  measures  fail  to  square  with  the 
spirit  and  the  letter  of  the  law. 

Our  system  is  inflexible.  It  attempts  to  apply  the  tax  by  fixed 
and  arbitrary  rules.  Small  discretion  is  vested  in  our  admin- 
istrative officers.  Such  relief  measures  as  are  embodied  in  our 
law  are  hedged  about  with  restrictions  so  numerous  as  to  thwart 
their  purpose.  We  take  tremendous  taxes  in  prosperous  years 
and  make  no  allowance  for  abnormally  poor  years  in  the  indi- 
vidual history  of  an  enterprise.  The  principal  relief  sections 
(Sec.  210  of  our  1917  law  and  Sec.  328  of  our  1918  law)  are 
administered  by  Star  Chamber  proceedings.  The  taxpayer  is 
assured  that  he  has  been  assessed  on  the  basis  of  representative 
concerns  but  is  denied  any  information  as  to  the  identity  of  the 
concerns  chosen  as  representative.  He  often  feels  (perhaps  with- 
out justice)  that  he  has  been  assessed  on  no  basis  whatever  except 
the  judgment  of  the  administrative  officials,  a  judgment  that  may 
have  been  tempered  by  sympathy  for  his  plight  or  adversely  in- 
fluenced by  considerations  outside  the  scope  of  a  taxing  statute. 
He  knows  that  in  any  trade  or  business  individual  instances  of 
large  earnings  (and  consequently  heavy  taxes)  or  of  small  earn- 
ings (and  light  taxes)  may  readily  be  found — and  consequently 
that  "representative  concerns"  may  be  selected  within  a  wide 
range.  It  is  natural  for  him  to  assume,  therefore,  that  the  power 
to  assess  him  is  arbitrary,  practically  unchecked  and  wholly  con- 
trary to  our  American  principles  of  taxation.  Nor  is  his  criti- 
cism entirely  without  foundation.  Under  the  sections  referred 
to  exists  virtually  the  power  to  tax  without  certain  and  definite 
restraint.  On  the  other  hand,  the  provisions  are  ineff'ective  to 
grant  relief  in  many  cases,  for  the  measure  of  relief  is  the  tax 
paid  by  representative  concerns,  a  matter  which  may  be  entirely 
immaterial  to  a  particular  case.  We  have  in  these  provisions  a 
makeshift  which  serves  to  confer  too  great  discretion  in  some 
cases  and  too  little  power  to  grant  relief  in  other  cases.  Our 
solution  of  the  problem  in  abnormal  cases  should  lie  in  a  consider- 
ation of  the  abnormal  factors  and  their  adjustment  to  fit  the 
scheme  of  taxation  as  applied  to  normal  cases. 
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The  Britisli  appear  to  have  aclucvcd  success  where  we  have 
failed,  for  it  is  clear  that  they  have  been  able  to  solve  the  prob- 
lem of  the  abnormal  case  with  a  fair  degree  of  satisfaction  to  all 
concerned.  How  they  have  met  this  problem  is  really  the  theme 
which  runs  through  the  entire  Part  Two  of  this  report. 

The  statute  itself  is  very  broad  in  character,  contenting  itself 
with  general  indications  as  to  how  the  administrators  shall  pro- 
ceed in  solving  the  specific  questions  which  arise.  The  act  is 
fully  "cushioned."  At  every  point  in  the  procedure  provision  is 
made  for  dealing  with  exceptions.  The  machinery  of  assessment 
is  constructed  with  a  view  to  giving  expert  assistance  to  the  tax- 
paj'er  in  arriving  at  his  liability  and  is  animated  with  a  spirit  of 
reasonableness  and  with  an  eagerness  to  achieve  equity.  Amaz- 
ingly wide  discretion  is  vested  in  the  administrative  officials  and 
a  very  complete  series  of  appeals  are  available  to  taxpayers  who 
are  dissatisfied  with  the  manner  in  which  that  discretion  has  been 
used.  The  collection  of  the  Duty  is  postponed,  interest-free,  in 
cases  where  prompt  paj^nent  would  cause  hardship.  The  calcu- 
lation of  invested  capital,  while  in  some  cases  more  narrow  than 
ours,  is  almost  entirely  free  from  the  arbitrary  restrictions  and 
limitations  which  hedge  about  that  process  under  our  statute. 
In  the  determination  of  taxable  profits  very  different  principles 
(e.g.  the  conception  of  the  accounting  period  w'hich  permits  losses 
to  be  charged  back  to  previous  years — and  the  interpretation  of 
the  term  profits  in  such  a  manner  as  to  exclude  capital  gains) 
govern  the  procedure  with  the  result  that  many  of  our  "hard 
cases"  never  arise.  Special  relief  is  given  both  to  general  classes 
of  trade  or  business  and  to  individual  taxpayers  but  more  care 
is  taken  there  than  here  to  apply  relief  to  all  taxpayers  within 
a  class. 

Attention  is  directed  particularly  to  the  sections  of  the  pre- 
ceding discussion  which  deal  with  the  following  topics :  the  addi- 
tional statutory  percentages  granted  upon  appeal;'*^'  the  pro- 
visions for  losses  ;^°°  the  concessions  granted  in  connection  with 
trading  stocks  (inventories)  ;^^°  the  wide  discretion  vested  in  the 
administration  to  grant  relief  in  cases  of  unusual  depreciation, 
obsolescence,  postponed  repairs,  etc.  ;^^^  the  recognition  of  patents 

SOS  Supra,  p.  130,  et  seq. 
309  Supra,  p.  45,  et  seq. 
^I'i  Supra,  p.  57,  et  seq. 
311  Supra,  p.  50,  et  seq. 
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and  secret  processes  as  material  assets  and  the  general  absence 
of  restrictions  upon  the  computation  of  invested  capital  ;^^^  the 
assessment  organization  and  policy  designed  to  eliminate  indefi- 
niteness  and  uncertainty^^^  and  the  very  elaborate  and  satisfac- 
tory appeal  system. ^^*  The  various  provisions  which  make  the 
British  law  elastic  are  so  widely  scattered  in  the  text  of  this 
report  that  the  following  summary  may  serve  a  useful  purpose  in 
emphasizing  their  extent  and  importance.  The  rigor  of  the  statute 
is  mitigated : — 

1.  In  the  case  of  small  but  profitable  concerns  with  low  pre- 
war standards,  by  the  operation  of  the  special  provisions  regard- 
ing the  initial  exemption  ;^^^ 

2.  In  the  case  of  concerns  with  irregular  income  (a)  by  the 
absence  of  progressive  rates  which  have  the  effect  in  this  country 
of  making  the  total  tax  heavier  upon  a  concern  with  an  irregu- 
lar income  than  upon  one  whose  income  accrues  regularly,  (b) 
by  the  fact  that  one  great  cause  of  irregularity  of  profits — the 
falling-in  of  capital  gains — is  practically  eliminated,  (c)  by  the 
abandonment  of  the  conception  of  profits  as  an  annual  gain 
through  the  general  permission  to  reduce  the  profits  of  preceding 
years  to  the  extent  that  profits  in  later  years  are  abnormally 
low,  through  the  recognition  as  a  deduction  for  purposes  of  the 
Excess  Profits  Duty  of  any  profits^^®  applied  to  the  extinction 
of  a  net  loss  during  the  pre-war  years  and  the  permission  to 
charge  back  inventory  losses  realized  after  the  Duty  ceases  to 
operate  and  (d)  by  sanctioning  a  very  reasonable  allocation  of 
long-term  contracts ; 

3.  In  the  case  of  concerns  owning  capital  which  was  unremuner- 
ative  before  the  war,  by  a  modification  in  the  profits  standard 
sufficient  to  increase  the  return  on  such  capital  to  the  level  of  the 
statutory  percentage ; 

4.  In  the  case  of  concerns  subject  to  the  tax  on  investment 
income,  by  permitting  the  deduction  of  unrealized  losses  in  capital 
value  of  securities  in  so  far  as  they  are  due  to  variations  in  the 
value  of  money ; 

312  Supra,  p.  80,  et  seq. 
S'i-^  Supra,  p.  98,  et  seq. 
sii  Supra,  p.  115,  et  seq. 

315  Their  sliding  scale,  however,  gives  them  less  relief  than  our  own  flat 
exemption  of  $3000.    Cf.  supra,  p.  33  et  seq. 

316  Unless  the  percentage  standard  is  used,  the  capital  account  must  show 
a  debit  balance  if  the  deduction  is  to  be  made. 
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5.  In  the  case  of  trades  which  operate  under  conditions  of  un- 
usual waste,  risk  or  deferred  returns,  by  permitting  appeals  to 
the  Board  of  Referees  for  increases  in  the  statutory  percentage; 

6.  In  the  case  of  concerns  operating  under  war  conditions,  by 
special  allowances  for  depreciation,  postponed  repairs  and  obso- 
lescence upon  appeal  to  the  Commissioners,  with  further  appeal 
to  the  Board  of  Referees ; 

7.  In  the  case  of  concerns  whose  invested  capital,  because  of 
the  nature  of  the  business,  is  small  compared  with  the  capital 
necessarily  at  stake,  b}'  permitting  an  application  to  the  Board 
of  Referees  for  a  special  percentage  standard ; 

8.  In  the  case  of  new  agencies  and  similar  concerns,  by  permit- 
ting the  use  of  the  income  of  the  agent  during  the  pre-war  period 
from  any  "trade,  business,  office,  employment  or  profession  of 
any  sort"  whether  liable  to  Excess  Profits  Duty  or  not,  carried 
on  by  the  agent  or  other  person  before  his  new  trade  or  business 
commenced. ^^^ 

9.  In  the  case  of  new  concerns  which  began  before  the  war  but 
too  recently  to  have  established  a  full  pre-war  trade  year,  by  per- 
mitting them  a  standard  establishment  by  applying  the  9  or  11 
per  cent  rate  to  all  capital  instead  of  insisting  upon  the  6  or  8 
per  cent  rates  on  such  portion  of  the  capital  as  was  invested  at 
the  end  of  the  last  accounting  period  before  the  outbreak  of  the 
war. 

10.  In  the  case  of  concerns  which  have  changed  ownership 
since  the  commencement  of  the  three  last  pre-war  trade  years,  by 
giving  them  the  option  of  being  treated  as  a  new  concern  or  of 
retaining  the  profits  standard  of  the  old  concern ; 

11.  In  the  case  of  munitions  concerns,  by  permitting  them  to 
appeal  to  the  Board  of  Referees  for  a  special  profits  standard ; 

12.  In  the  case  of  a  concern  with  pre-war  losses,  by  authoriz- 
ing the  Commissioners  to  ignore  pre-war  losses  when  several  in- 
dustries are  operating  under  one  management  and  are  using  the 
profits  standard  and  by  permitting  recognition  as  invested  capi- 
tal of  former  assets  which  have  disappeared  or  of  indebtedness 
which  has  increased  when  there  have  been  trading  losses  in  the 
pre-war  years  and  the  percentage  standard  is  used ;  and 

13.  In  the  case  of  concerns  generall}',  by  the  alternative  pre- 
war standard  with  the  option  in  favor  of  the  taxpayer,  rather 
than  against  him,  by  the  more  narrow  definition  of  profits,  by  the 

317  For  limitation,  cf.  supra,  p.  75. 
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almost  total  lack  of  restrictions  upon  the  recognition  of  assets 
as  invested  capital,  by  the  liberal  provision  for  adjustments  in 
special  cases,  by  the  convenient  and  complete  appeal  system,  and, 
finall}^  by  the  capable  and  adequate  administrative  organization 
functioning  with  a  spirit  of  liberality  and  fairness. 

How  far  it  is  possible  for  us  to  follow  British  precedents  with 
our  different  institutions  and  our  different  general  conditions  is 
a  question  but  it  is  apparent  that  the  British  procedure  is  full  of 
suggestions  for  the  improvement  of  our  own. 


lo 
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FISCAL  AND  ECONOMIC  CONSEQUENCES 
Yield  of  the  Duty 

The  great  productivity  of  the  Excess  Profits  Duty  has  been  its 
most  remarkable  feature.  As  is  shown  in  the  table  which  follows, 
Great  Britain  has  collected  in  five  years  nearly  one  billion  pounds 
from  this  source — approximately  one-fourth  of  her  total  receipts 
from  both  tax  and  non-tax  revenue. 

CoMi'ARisox   OF   Receipts  from   Excess   Profits   Duty   with 
Total  Revenuei 

(Fiscal  years  ending  Marcli  31st) 


Receipts    from       j  Total    Receipts — Tax 
Excess  Profits  Duty  and  non-Tax  Revenue 


1915-16 

£ 
140,000 

£ 
336,767,000 

0.04 

1916-17 

139,920,000 

573,428,000 

24.4 

1917-18 

220,214,000 

707,235,000 

31.1 

1918-19 

285,028,000 

'             889,021,000 

32.1 

1919-20 

290,045,000 

1          1,339,571,000 

21.6 

Total 

935,347,000 

1          8,846,022,000 

24.3 

Percentage   fur- 
nished  by   Ex- 
cess   Profits 
Duty 


1  The  data  are  compiled  from  the  official  financial  statements.  The  receipts 
from  the  Excess  Mineral  Rights  Duty  are  not  included  in  the  figures  given 
as  representing  the  yield  of  the  Excess  Profits  Duty.  Instead  they  are 
merged  with  the  Land  Value  Duties  which  are  not  itemized  in  the  financial 
statements.  Some  data  regarding  the  yield  of  the  Excess  Mineral  Rights 
Duty  are  available,  however,  in  the  Reports  of  the  Commissioners  of  Inland 
Revenue  but  the  figures,  being  net  receipts  of  the  Inland  Revenue,  are  pre- 
pared on  a  different  basis  from  the  figures  used  in  the  Financial  statement. 
Moreover,  because  of  the  delay  in  printing  the  reports,  the  data  are  not 
complete.  It  will  be  seen,  however,  from  the  following  items  that  this  part 
of  the  Duty  was  relatively  insignificant. 

Net  Receipts  by  Inland  Revenue  from  Excess  Mineral  Rights  Duty 

(Compiled  from  reports  of  Commissioners  of  Inland 
Revenue,  1916,  p.  67;  1917,  p.  5  and  1918,  p.  4. 
Years  ending  March  31st) 
£ 

1916 3,078 

1917 152,832 

1918 262,536 
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A  comparison  of  the  receipts  with  the  budget  estimates  is  of 
particular  interest  to  American  readers  as  indicative  of  the  degree 
of  accuracy  with  which  the  British  Treasury  is  able  to  forecast 
the  amount  of  its  revenues,  even  in  the  case  of  a  new  and  compli- 
cated measure  like  the  Excess  Profits  Duty. 

Estimates  and  Collectioxs  of  Excess   Profits  DutyI 
(Fiscal  years  ending  March  31st) 


Budget   Estimate2 


Receipts 


Receipts,    more 
;(+)  or  Iess(— ) 
j   than  Budget 
Estimate 


1915-16 

£ 
6,000,000 

£ 
140,000 

£ 
—  5,860,000 

1916-17 

86,000,000 

139,920,000 

-f53,920,000 

1917-18 

200,000,000 

220,214,000 

4-20,214,000 

1918-19 

300,000,000 

285,028,000 

—14,972,000 

1919-20 

300,000,000 

290,045,000 

—  9,955,000 

1920-21 

210,000,0003 

1  Data  compiled  from  oflBcial  financial  statements. 

2  In  several  cases  apparently  the  estimates  were  revised  during  the  course  of 
the  year.     In  such  cases  the  figures  given  represent  the  revised  figures. 

3  This  estimate,  which  appears  in  the  Financial  Statement,  1920-21,  page  6, 
assumes  the  40  per  cent  rate.  Mr.  Chamberlain  asked  for  and  wUl  probably 
be  given  the  60  per  cent  rate.  This  would  yield,  he  estimated,  £10,000,000 
above  the  £210,000,000  budgeted  for  1920-21  and  would  produce  in  addition 
£65,000,000  which  would  not  be  paid  until  1921-22  and  £25,000,000  to  be 
paid  the  year  after,  making  £100,000,000  additional  in  all.  Speech  on  making 
the  Financial  Statement,  April  19,  1920,  p.  15.  Finally,  a  full  statement 
should  include  the  outstanding  arrears. 

In  considering  the  statistics  of  the  yield  the  British  policy  of 
postponing  collections  must  be  taken  into  account.  In  the  sum- 
mer of  1919  the  arrears  of  the  Excess  Profits  Duty  were  estimated 
at  no  less  than  f^OOjOOOjOOO.'-  Moreover  the  bare  figures  of  the 
collections  may  be  somewhat  illusory  because  concerns  subject  to 
the  Duty  have  taken  their  probable  tax  liability  into  account 
when  arriving  at  prices  under  government  contracts.  The  figures 
given  do  not  always  represent  Tiet  gain  to  the  Treasury  because 
the  existence  of  the  Excess  Profits  Duty  appears  to  have  made  it 
necessary  in  certain  cases  for  the  government  to  pay  more  for  its 
supplies  than  it  would,  had  there  been  no  Duty.  The  business  men 
speak  very  confidently  on  this  point  and  even  the  Treasury  officials 
1  Cf.  supra,  p.  115. 
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testify  tliat  it  was  probably  a  factor  of  some  importance  during 
the  early  years  of  the  war.  After  1917,  however,  conditions  were 
controlled  so  closely  that  this  element  is  said  to  have  declined  into 
insignificance. 

Evasion  and  Avoidance 

When  one  comes  to  deal  with  consequences  other  than  the  direct 
fiscal  effects  of  the  Duty  the  treatment  necessarily  becomes  some- 
what indefinite  and  unsatisfactory.  The  various  economic  results 
of  a  tax  may  be  said  never  to  be  susceptible  of  exact  quantitative 
measurement  and,  in  any  event,  the  writer  had  no  opportunity  to 
attempt  a  comprehensive  original  study  of  such  effects.  All  that 
was  practicable  was  to  approach  selected  persons  and  to  ask 
them  directly  what  they  thought  the  effects  had  been.  INIost  of 
these  persons  declined  to  be  quoted  directly.  Some  of  them  had 
apparently  given  no  serious  thought  to  the  problem.  Others  ex- 
pressed opinions  which  were  obviously  dictated  by  their  interests.^ 
On  the  whole,  however,  the  investigator  was  impressed  by  the 
frankness  and  the  acuteness  with  which  most  of  the  questions  were 
discussed.  He  believes  that  in  almost  every  case  the  opinions 
given  were  both  intelligent  and  honest.  However,  he  wishes  to 
emphasize  the  fact  that  after  all  they  were  merely  opinions  and 
that  evidence  so  gathered  must  be  used  with  great  discretion. 

The  statements  ordinarily  encountered  in  England  regarding 
the  economic  efi'ects  of  the  Duty  are  similar  to  those  being  made 
in  this  country.  It  is  freely  alleged,  particularly  by  those  who 
desire  its  repeal,  that  the  tax  represses  industry,  energy,  initiative 
and  enterprise;  that  it  encourages  wasteful  expenditure  and  reck- 
lessness ;  that  it  increases  prices  and  the  cost  of  living  and  that 
its  operation  is  discriminative  and  unfair. 

Many  of  the  most  unfavorable  economic  consequences  result 
from  efforts  to  escape  the  burden  of  the  Duty.  The  question  as 
to  how  much  of  the  tax  is  shifted  in  the  form  of  increased  prices 

2  The  investigator  recalls  particularly  an  interview  with  a  British  merchant 
which  was  interrupted  by  the  boisterous  entrance  of  one  of  the  stockholders 
in  the  concern  who  joyfully  congratulated  the  managing  director  on  the  un- 
paralleled prosperity  of  the  concern  as  evidenced  by  the  statement  just  re- 
ceived by  him.  Much  to  the  embarrassment  of  the  merchant  the  interruption 
happened  to  occur  in  the  midst  of  an  eloquent  description  of  the  blasting  and 
depressing  effect  which  the  Excess  Profits  Duty  had  had  upon  his  own  busi- 
ness. 


14)8  American  Economic  Association 

is  of  significance  in  this  connection  but  is  treated  elsewhere.^  The 
methods  of  avoidance  and  evasion  are  endless  in  variety  and  mar- 
velous in  ingenuity.  At  one  extreme  stands  the  device  of  the  pros- 
perous factory  owner  who  declines  to  exert  himself  because  the 
taxes  upon  profits  resulting  from  additional  effort  leave  him  too 
little  to  tempt  him  to  further  activity.  He  escapes  the  tax  by 
becoming  an  industrial  slacker  but  this  is  a  form  of  avoidance 
which  can  scarcely  be  classified  as  evasion  and  it  is  impossible  to 
prevent  or  punish  it.  At  the  other  extreme  stands  the  petty, 
crude  stealing  of  the  small  business  man  who  puts  his  family  on 
his  payroll  at  fat  salaries  for  nominal  duties  or  refrains  from  re- 
cording on  his  books  some  of  his  more  profitable  transactions. 

Between  these  two  extremes  lie  devices  representing  every  de- 
gree of  variation  in  legitimacy  and  legality.  An  owner  of  a  rub- 
ber plantation  postpones  tapping  his  trees  until  the  profits  tax 
shall  have  disappeared.  This  results  in  an  undesirable  disturbance 
of  the  normal  course  of  production  yet  no  action  short  of  declar- 
ing the  profits  tax  at  present  rates  a  permanent  part  of  the  reve- 
nue system  can  prevent  the  practice.  A  manufacturer  makes  low 
prices  to  his  old  customers,  hoping  to  keep  their  good-will.  "Why 
should  I  act  as  tax-collector  for  the  government?"  he  asks.*  The 
factory  owner  spends  his  excess  profits,  otherwise  subject  to  tax, 
for  almost  any  purpose  which,  while  it  can  be  classified  as  an  ex- 
pense chargeable  to  the  present  year's  income,  may  nevertheless 
result  in  increased  profits  in  that  future  time  when  profits  taxes 
will  be  no  more,  or  in  an  improved  goodwill  which  can  ordinarily 
be  sold  at  any  time  as  a  part  of  the  business  assets  under  the  Eng- 
lish law  without  the  profit  becoming  subject  to  income  tax  or 
profits  duty.  This  seems  to  be  the  cause  of  the  heavy  advertising 
which  has  been  a  feature  of  war-time  England.^  The  manager 
of  a  large  commercial  house  explained  in  this  way  the  decision  he 
had  made  to  seize  this  opportunity  for  establishing  a  large  number 
of  branch  agencies  which  would  for  the  first  few  years  be  losing 
ventures.  If  the  excess  profits  duty  has  depressed  those  businesses 
which  promise  quick  returns  it  has  at  the  same  time  stimulated 
other  businesses  which  offer  deferred  profits. 

Renovations  and  repairs  are  made  on  a  lavish  scale.     Greatly 

s  Cf.  infra,  p.  155  et  seq. 
4Cf.  Debates,  74:368. 

5  Only  the  shortage  of  paper  limited  the  expenditure  for  advertising  accord- 
ing to  one  Treasury  oflScial. 
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increased  salaries  are  paid,  especially  in  the  case  of  those  em- 
ployees who  will  be  likely  to  remember  the  employer's  generosity 
and  tacitly  accept  it  as  advance  payment  of  salary.  One  fore- 
man chuckled  over  a  half-dozen  entirely  unexpected  and  admit- 
tedly undeserved  bonuses  which  had  fallen  into  his  lap  during 
the  last  year. 

These  expenditures  for  purposes  which  promise  future  rather 
than  present  returns  shade  off  into  mere  wasteful  extravagance. 
When  the  government  took  £86  out  of  the  £100  of  an  excess  profit 
(that  is,  80  per  cent  profits  duty  plus  income  tax  at  six  shillings 
in  the  pound)  the  tendency  was  to  buy  any  article  selling  for  £100 
which  had  a  value  to  the  taxpayer  of  £14  or  more.  Even  with 
the  profits  tax  rate  reduced  to  40  per  cent,  the  income  tax  and 
profits  duty  take  together  58  per  cent  of  the  excess  profit.  Best 
informed  British  opinion  places  the  maximum  share  which  can  be 
safely  taken  by  the  Government  at  about  50  per  cent.  If  the 
government  takes  more  than  half  of  the  pound  of  profit,  abuses, 
it  is  believed,  are  certain  to  develop. 

In  England  when  one  concern  buys  out  another  the  pre-war 
records  of  the  two  concerns  are  amalgamated  and  form  the  stan- 
dard by  which  to  measure  the  excess  profits  of  the  combined  busi- 
nesses. This  has  led  to  a  lively  traffic  in  bankrupt  or  near- 
bankrupt  concerns  which  were  prosperous  before  the  war.  There 
is  competition  for  the  privilege  of  using  the  pre-war  records  of 
these  now  unprofitable  businesses. 

There  has  also  been  a  very  strong  tendency  to  escape  the  tax 
by  undervaluing  inventories.  "In  times  such  as  these,"  observed 
one  business  man,  "one  views  his  stocks  through  the  wrong  end 
of  the  telescope."  Another  merchant  cited  the  case  of  a  business 
he  had  recently  acquired  where  the  stock  valued  for  tax  purposes 
at  £3000  was  easily  worth  nearly  double  that  sum.  A  large  manu- 
facturer testified  that  materials  in  the  process  of  manufacture 
had  almost  disappeared  from  the  accounts  of  many  plants,  such 
items  being  easy  to  manipulate  with  little  danger  of  detection  by 
the  officials  of  the  Inland  Revenue. 

Everyone  agrees  that  there  was  comparatively  little  outright 
evasion  of  the  Duty  during  the  war.  Sentiment  then  strongly 
favored  the  tax  and  direct  evasion  was  considered  a  crime  little 
short  of  treason.  Since  the  armistice,  however,  an  entirely  dif- 
ferent spirit  has  been  present.  The  circumvention  of  the  statute 
has  now  become  a  fascinating  game  at  which  large  numbers  ap- 


150  American  Economic  Association 

parently  try  their  hand.  Whether  evasion  can  be  prevented  is  a 
question  upon  which  there  is  the  greatest  difference  of  opinion. 
The  Rt.  Hon.  Reginald  McKenna,  who,  when  Chancellor  of  the 
Exchequer,  introduced  the  profits  tax,  remarked  that  the  Inland 
Revenue  had  been  since  1842  building  up  an  income  tax  which 
would  prevent  evasion  and  that  it  would  require  another  hun- 
dred years  to  devise  a  successful  method  of  administering  a  profits 
tax!  On  the  other  hand  it  must  be  recognized  that  many  of  the 
devices  enumerated  above  are  designed  to  postpone  the  yield  of  the 
business  until  the  profits  tax  has  been  abolished.  If  the  tax  were 
made  permanent,  the  efficiency  of  all  such  arrangements  would  dis- 
appear. Again,  the  wastefulness  and  extravagance  in  expendi- 
ture attributed  to  the  tax  is  caused  by  the  heaviness  of  the  rates. 
There  is  general  agreement  that  from  this  point  of  view  the  80 
per  cent  rate  was  a  mistake.  The  prevention  of  evasion  would  be 
a  very  different  problem  if  the  tax  were  expected  to  continue  in- 
definitely and  at  a  moderate  rate. 

Effects  upon  Business 

In  1917,  Mr.  McKenna,  who  cannot  fairly  be  charged  with  be- 
ing a  violent  partisan  of  the  Duty,  made  the  following  statement 
in  the  House  of  Commons : 

"I,  for  one,  would  never  have  anticipated  that  a  revenue  of 
this  magnitude  would  have  flowed  into  the  national  coffers  with- 
out apparently  the  slightest  injury  to  our  trade  or  business  credit 
or  commerce."^  Mr.  McKenna  is  able  today  to  point  out  injurious 
effects  which  have  become  apparent  since  his  speech,  but  it  is  in- 
deed remarkable  that  the  injury  and  disturbance  has  apparently 
been  so  slight.  It  must  be  borne  in  mind,  of  course,  that  the  en- 
tire situation  is  a  highly  abnormal  one  and  affords  no  true  guide 
as  to  what  effects  may  be  expected  from  the  operation  of  a  heav}; 
profits  tax  under  the  ordinary  competitive  conditions  of  peace. 

Effect  upan  Business  Stability. — The  collection  of  the  Excess 
Profits  Duty  has  been  accomplished  without  acute  distress  to  the 
taxpayers.  Few  have  found  it  necessary  to  borrow  from  the 
banks  to  meet  the  payments.  The  Treasury  officials  insist  that 
no  concern  has  been  seriously  embarrassed.  There  are  several 
reasons  for  this,  the  most  immediate  being  the  Treasury  policy 
of   postponing   collections   whenever   there   appeared   to    be    ade- 

6  Debates,  93:398, 
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quate  ground  for  so  doing.    Then,  also,  the  trading  has,  of  course, 
been  done  predominately  on  a  rising  market. 

However,  from  the   fact   that   there   have  been  no  failures   di- 
rectly traceable  to  the  Duty  it  may  not  be  fairly  inferred  that 
the    strength    of    the    business    concerns    has    not    been    impaired 
through  the  collection  of  these  huge  sums.^     Reserves  which  might 
otherwise  have  been  accumulated  are  non-existent.     It  has  been 
difficult  for  business  men  to  increase  their  capital  investment  at 
the  very  time  when  increased  capital  was  necessary  to  the  continu- 
ation of  their  business  on  even  the  same  scale  as  before.     One 
manufacturer  stated  that  at  that  particular  time  of  year  he  would 
ordinarily  be  manufacturing  for  stock,  but  that  the  high  prices 
of  materials   and  the  necessity   of  meeting  Excess  Profits   Duty 
payments  made  it  impossible  for  him  to  do  so.     But  here  one  may 
not   generalize.      Many  British   corporations   ordinarily   pay   out 
profits   in   dividends   very   closely    and   do    not   build    up    capital 
through  reinvestment  of  current  earnings.     The  writer  was  told 
by  a  merchant  intimately  associated  with  the  textile  trade  that 
there  had  been  no  weakening  of  reserves  in  that  industry  but  that, 
on   the  contrary,  most  of  the   concerns  were  coming  out  of  the 
war  with   stronger   financial   resources    than    they   had   ever   had 
before.     Representatives  of  certain  other  lines  of  manufacturing, 
on  the  other  hand,  testified  that,  while  there  might  be  no  obvious 
evidences  of  weakness,  the  real  test  still  lay  ahead  and  that  many 
concerns  would  find  themselves  seriously  compromised  should  they 
encounter  a  period  of  falling  prices.     Last  year's  Duty  is  often 
paid  from  this  year's  earnings,  the  profits  which  formed  the  basis 
for  the  assessment  having  been  promptly  "ploughed  into  the  busi- 
ness" in  the   form   of  plant   extensions   or   inventories  valued  at 
high  prices.     However,  the  provisions  already  made  or  contem- 
plated by  the  Government   for  preventing  hardship   from  losses 
due  to  inventory   shrinkages^  will  undoubtedly   tend   to   alleviate 
the  dangers  in  this   situation.      Obviously  it  is   one  which  holds 
sinister  possibilities  in  a  period  of  depression. 

Whether  the  effects  of  the  Duty  on  business  stability  are  more 
or  less  serious  than  would  have  been  the  effects  of  some  alternative 
tax  producing  the  same  revenue  is  an  open  question. 

Repressive  Effects. — The  tendencies  described  in  the  preceding 
section    may,   of   course,   have    serious    repressive   and   restrictive 

7C/.  Debates,  81:1078. 
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effects  even  though  they  do  not  result  in  serious  instability  or 
positive  business  failures.  It  is  the  universal  testimony  of  busi- 
ness men  in  England  that  the  tax  has  been  a  real  burden.  Not 
only  has  it  depleted  the  funds  which  otherwise  would  have  been 
available  for  expansion  and  development  but,  through  the  con- 
stant threat  of  appropriation  of  possible  future  profits  it  has  dis- 
couraged the  initiation  of  many  new  enterprises. 

The  point  last  stated  was  especially  stressed  by  a  large  steel 
manufacturer.  He  stated  quite  frankly  that  the  existence  of  the 
Duty  had  been  a  prominent  influence  in  preventing  the  full  re- 
sumption of  business  in  his  own  plants.  He  did  not  intend  to 
"get  down  to  business,"  he  declared,  until  he  could  secure  some 
definite  idea  as  to  what  was  going  to  happen  to  future  values 
because  under  the  present  arrangements  he  would  have  to  take 
risks  entirely  out  of  proportion  to  the  profits  he  would  be  per- 
mitted to  retain  even  if  very  successful. 

It  is  obvious  that  to  take  from  an  enterpriser  the  fruits  of  his 
efforts  will  tend  to  discourage  his  activities.  The  Excess  Profits 
Duty,  especially  at  the  80  per  cent  rate  and  coupled  with  high 
income  taxation,  took  a  very  large  share  of  those  fruits.  When 
there  is  added  to  this  situation  the  possibility  of  early  repeal  or 
substantial  modification,  the  repressive  effect  for  the  immediate 
present  is  materially  heightened.  The  British  business  men  allege 
that  their  Duty  tends  to  sanctify  the  traditional  profits  of  well- 
established  concerns,  rendering  them  immune  from  competition, 
and  that  it  tends  to  discriminate  against  young  and  growing 
businesses.  They  claim  that  it  places  a  penalty  on  aggressiveness 
and  ability  and  a  bounty  on  conservatism. 

Such  arguments  must  be  considered  in  connection  with  all  of 
the  factors  in  the  situation.  A  tax  which  singles  out  the  more 
able  for  a  special  contribution  does  not  do  violence  to  accepted 
conceptions  of  fiscal  equity.  Moreover,  the  repression  argument 
is  often  used  somewhat  inconsistently  by  those  who  insist  that  the 
tax  is  shifted  in  the  form  of  higher  prices.  Again  there  is  some 
evidence  that  the  net  effect  of  the  tax  in  some  cases  is  distortion 
rather  than  repression  as,  for  example,  when  swollen  expenditures, 
deducted  as  current  expenses,  are  designed  to  ripen  into  income 
at  some  future  time  after  the  Duty  has  disappeared.  Whatever 
stimulation  results  from  such  distorted  investment  must  be  off- 
set against  the  repressive  tendency.  Finally,  sound  conclusions 
can  be  reached  only  by  taking  fiscal  necessities  into  account.     The 
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ill  efTects  of  the  Duty  in  the  direction  of  repression  must  be  con- 
trasted not  with  a  situation  where  no  substitute  tax  is  imposed 
but  rather  with  a  situation  as  it  may  be  assumed  to  exist  with 
other  taxation  in  force  sufficient  to  yield  the  same  revenue.  Thus 
if  the  profits  tax  is  actually  borne  by  the  business  and  not  shifted 
in  increased  prices  the  business  man  may  offer  his  wares  to  a  com- 
munity whose  purchasing  power  is  unimpaired.  If  the  sum  now 
raised  by  the  profits  tax  were  placed  directly  on  articles  of  con- 
sumption in  the  form  of  commodity  taxes  it  is  conceivable  that 
this  method  of  raising  the  money  might  prove  to  be  repressive, 
perhaps  even  more  so  than  the  profits  tax,  because  of  diminished 
purchasing  power  and  disturbed  conditions  resulting  therefrom. 

In  general  it  is  clear  that  the  effect  of  the  Duty  in  Great  Britain 
has  been  repressive  but  it  is  not  evident  that  it  has  been  more  re- 
strictive or  repressive  than  any  available  alternative  would  have 
been.  The  writer  found  only  one  business  man,  among  the  dozens 
questioned  on  the  point,  who  professed  to  believe  that  the  Duty 
was  more  repressive  than  a  capital  levy,  the  substitute  most  ac- 
tively advanced. 

Discrimination. — One  of  the  most  telling  criticisms  urged 
against  our  Excess  Profits  Tax  is  that  it  operates  in  a  capricious 
and  unequal  manner,  taxing  heavily  businesses  which  should  be 
encouraged  while  laying  a  light  hand  upon  others  which  should 
pay  heavy  tribute  under  such  a  law.  The  blame  for  the  discrimi- 
nation in  this  country  rests  partly  upon  our  statute  and  partly 
upon  our  administration. 

The  writer  found  no  one  in  England  who  intimated  that  there 
had  been  any  discrimination  in  the  administration  of  the  Duty. 
All  agreed  that  even-handed  justice  had  been  given  as  between 
business  and  business  so  far  as  it  was  administratively  possible  to 
achieve  it.  Many  of  the  persons  interviewed,  however,  were  very 
emphatic  in  their  assertions  that  a  profits  tax  with  a  pre-war 
profits  standard  inevitably  worked  injustice  in  the  application  of 
its  fundamental  principle.  The  general  assumption  that  all  in- 
creased profits  over  and  above  the  pre-war  level  are  excessive  is, 
they  insist,  both  crude  and  contrary  to  fact.  Even  with  the  safe- 
guard of  the  alternative  "percentage  standard,"  the  young,  pro- 
gressive business  which  during  the  pre-war  period  was  just  "get- 
ting on  its  feet"  is  often  at  a  disadvantage.  Accident  or  chance 
in  the  early  history  of  a  business  sometimes  has  a  profound  effect 
upon  the  amount  of  the  Duty  payable.     One  manufacturer  con- 
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gratulated  himself  upon  the  fact  that  his  concern  had  inaugurated 
the  practice  of  paying  heavy  directors'  salaries  just  before  the 
outbreak  of  the  war  but  late  enough  to  enable  him  to  select  a  very 
favorable  pre-war  profits  standard  by  going  back  to  still  earlier 
years  under  the  six-year  option. 

In  discussing  the  discriminatory  effects  of  the  Duty,  Bonar  Law 
made  this  statement  in  the  House  of  Commons  in  1917: 

"It  does  tell  very  unfairly  and  it  is  inevitable  that  it  should. 
....  It  tells  unfairly  against  one  trade  as  against  another  trade. 
In  many  cases  it  tells  against  particular  methods  of  carrying  on 
trade  as  against  other  methods  of  carrying  on  the  same  trade. 
I  recognize  all  that."^ 

An  inspection  of  the  various  relief  provisions  will  make  it  clear 
that  the  administration  in  Great  Britain  can  go  much  further 
than  is  possible  under  our  statute  to  eliminate  discriminations. 
The  situation  in  this  respect  is  undoubtedly  very  much  better 
than  that  which  exists  here  but  the  fact  remains  that  in  spite  of 
better  administration  and  the  greater  elasticity  of  the  statute, 
considerable  complaint  is  made  in  England  regarding  the  inequity 
of  the  tax  as  between  two  businesses  of  substantially  the  same 
economic  strength. 

Effect  on  Business  Morale. — Business  men  freely  assert  that 
the  Excess  Profits  Duty  has  encouraged  high  costs  of  production. 
The  fact  that  after  a  certain  point  is  reached  additional  expendi- 
tures cost  the  concern  little  has  been  capitalized  by  labor  leaders 
in  arguing  for  increased  wages^"  and  has  been  used  as  an  excuse 
by  managers  for  laxity  and  ineffective  control  of  expenses.  Mr. 
Stanley  Baldwin,  Lord  Commissioner  of  the  Treasury,  commented 
on  this  situation  as  follows  before  a  deputation  of  the  Association 
of  Chambers  of  Commerce. 

"I  think  that  point  that  Sir  Algernon  put  about  the  result  of 
the  Excess  Profits  Tax  on  the  ^morale  of  business,  is  a  very  genu- 
ine one  indeed.  I  do  think  the  tendency  of  the  Excess  Profits 
Tax  in  this  country,  especially  as  the  amount  rises,  is  to  take 
away  a  certain  amount  of  initiative,  which  is  very  bad  for  busi- 
ness. It  also  encourages  carelessness  in  management.  I  was  very 
much  struck  by  what  you  said.  Sir  Algernon,  because  it  is  within 
my  experience  that  there  comes  an  idea  amongst  masters  and  men 
that  it  does  not  matter  what  you  pay  in  wages  or  in  management 

9  Debates,  93:384. 
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expenses,  because  it  has  all  to  come  out  of  the  Government  and 
so  what  does  it  matter?'"^ 

It  is  interesting  to  note  that  these  lowered  standards  in  man- 
agement are  pointed  out  as  one  of  the  effects  of  the  Duty  which 
is  most  likely  to  prove  embarrassing  in  the  post-war  competition 
with  this  country. 

Miscellaneous  Effects. — ^In  addition  to  the  more  important 
business  effects  noted  above,  various  incidental  effects  are  as- 
cribed to  the  Duty.  The  labor  leaders  give  the  Duty  considei- 
able  credit  for  the  growth  of  "welfare  work"  in  British  industrial 
plants  and  for  the  improvement  in  industrial  housing.  Expendi- 
tures for  such  purposes  were  ordinarily  deductible  as  expenses 
which  virtually  amounted  to  Government  payment  so  long  as  the 
IMunitions  Levy  was  in  force  and  even  under  the  Excess  Profits 
Duty  so  long  as  the  rate  was  80  per  cent. 

Another  indirect  and  incidental  effect  has  been  the  influence  of 
the  Duty  upon  British  business  policy  with  regard  to  the  scrap- 
ping of  plant.  The  liberal  deductions  permitted  during  the  war 
for  obsolescence  stimulated  the  practice  of  scrapping  machinery 
which  had  become  worn  or  out-of-date.  The  reluctance  of  the 
British  to  discard  such  machinery  has  been  often  pointed  out  as 
one  of  their  competitive  short-comings  so  that  the  influence  of  the 
Duty  in  this  direction  is  considered  salutary  by  their  best  busi- 
ness men.^^ 

Effects  upon  Prices 

Precisely  what  effects  the  Duty  has  had  upon  prices  it  is  im- 
possible to  say.  Some  conception  of  the  diversity  of  the  testi- 
mony may  be  gathered  from  the  following  opinions  of  representa- 
tive Englishmen: 

A  merchant:     "The  Duty  has  had  only  a  slight  effect  upon  prices." 

A  merchant:  "There  has  been  little  effect  uj^on  prices  in  the  mer- 
chandizing lines." 

A  bank  president:  "The  tax  has  had  no  effect  at  all  on  prices.  It 
is  a  sellers'  market  and  under  present  conditions  the  sellers  would 
charge  just  as  much  if  there  were  no  tax." 

A  banker:  "The  Duty  has  had  an  enormous  effect  upon  prices. 
Business  men  have  come  to  allow  for  it  and  have  passed  it  on  to  the 
consumer." 

11  Ibid.,  p.  15. 
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A  financial  editor:  "Under  the  abnormal  conditions  which  have 
been  present  there  has  probably  been  some  effect  upon  prices.  I  can- 
not see,  however,  how  such  a  cause  can  affect  prices  in  general." 

A  steel  manufacturer:  "In  normal  times  I  should  expect  little  effect 
or  none  at  all.  In  times  of  controlled  industry  and  undersupply,  how- 
ever, it  has  probably  been  of  great  importance." 

A  textile  manufacturer:  "In  the  textile  trade  the  tax  has  been  used 
as  a  pretext  and  excuse  for  profiteering.  Prices  would  have  been  as 
high  without  it." 

A  glove  manufacturer:  "There  is  no  question  but  that  the  Duty  has 
had  a  great  effect  upon  prices  especially  in  controlled  establishments," 

An  economist:  "The  Duty  increased  the  cost  of  munitions  manu- 
factured in  Controlled  Establishments.  It  was  only  in  such  establish- 
ments, however,  or  in  other  situations  where  competition  was  absent 
that  the  Duty  could  have  been  responsible  for  increased  prices." 

An  economist:  "Of  course  a  profits  tax  cannot  increase  competitive 
prices." 

A  public  official :  "The  tax  has  had  a  very  profound  effect  on  prices. 
Every  business  man  down  the  line— manufacturer,  wholesaler  and  re- 
tailer— has  added  it  on  and  passed  it  along.  The  charge  has  been 
cumulative  under  the  conditions  of  control  and  restricted  supply  which 
have  obtained." 

An  accountant:  "It  has  had  a  serious  effect.  Business  conditions 
have  been  abnormal.  Business  men  have  been  able  to  dictate  their 
own  prices  and  they  have  felt  that  they  must  get  profits  after  paying 
taxes  fully  as  great  as  they  formerly  received." 

The  English  newspapers  are  full  of  complaints  placing  upon  tlie 
tax  a  large  part  of  the  responsibility  for  the  prevailing  high 
prices.  Sidney  Webb  asserts  that  such  statements,  so  far  as  they 
refer  to  commodities  not  under  government  control,  spring  from 
"sheer  ignorance"  and  most  of  the  economists  agree  with  him. 
Business  men,  however,  almost  universally  testify  that  the  tax  has 
influenced  them  to  increase  their  prices.  They  claim  that  by  a 
curious  inversion  the  tax,  designed  in  part  as  a  corrective  of  excess 
profits,  becomes  itself  a  cause  of  excess  profits.  But  in  some  of 
these  cases  one  suspects  that  the  tax  has  been  seized  upon  as  an 
excuse  for  monopoly  prices  which  would  be  just  as  high  in  the 
absence  of  the  Levy  and  that  the  argument  represents  at  once  an 
apology  for  past  greed  and  a  plea  for  future  exemption  from  just 
burdens.  One  manufacturer  told  the  investigator  that  his  con- 
cern, suddenly  finding  itself  after  a  number  of  lean  years  in  pos- 
session of  a  large  stock  and  confronted  with  a  demand  so  great 
that  it  could  not  possibly  meet  it,  was  in  a  position  where  it  could 
ask  almost  any  price  it  chose  for  its  product,  and  the  fact  that 
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the  profits  duty  had  to  be  paid  Influenced  his  directors  to  cliarge 
a  higher  price  than  they  otlierwise  wouhl  liavc  asked.  Such  tender- 
liearted  tyros  at  profiteering  who  depend  on  the  tax  to  give  thcni 
moral  courage  to  charge  what  they  can  get  for  their  goods  in  the 
market  are  probably  rare  economic  phenomena  and,  moreover, 
unless  they  happen  to  be  selling  directly  to  the  consumer  anything 
they  refrain  from  adding  to  tlicir  price  is  probably  added  to  it  by 
the  next  man  in  the  marketing  chain,  so  that  the  ultimate  retail 
price  is  no  lower. 

On  the  other  hand,  another  manufacturer  testified  that  he  had 
deliberately  reduced  his  prices  to  avoid  the  tax,  expecting  by  of- 
fering his  goods  at  very  reasonable  rates  to  build  up  a  good-wil! 
which  would  yield  added  returns  later  Avhen  the  profits  tax  had 
disappeared.  ^;^li1'^|;^ 

It  is  not  easy  to  understand  how  a  tax  which  is  imposed  only 
after  moderate  profits  have  been  accumulated  can  operate  in  an 
important  and  direct  fashion  as  a  cause  of  high  prices,  if  the 
market  is  freely  competitive.  Even  in  a  seller's  market  such  as 
exists  in  many  lines  today,  the  power  to  charge  a  high  price  is 
not  dependent  upon  the  existence  of  such  a  tax.  There  probably 
are  long-time,  indirect  effects  in  the  direction  of  increased  prices 
from  a  business  tax  such  as  this.  If  the  Duty  docs  encourage 
laxity  in  management,  there  would  be  a  reflection  in  prices.  The 
slightest  repression  on  enterprise — and  this  tax  undoubtedly  does 
exercise  some  repression  in  the  long  run — would  be  expected  to 
have  such  effects. 

There  is  general  agreement  in  England  that  in  the  case  of  com- 
modities manufactured  under  government  contract,  especially 
during  the  earlier  years  of  the  war,  the  Excess  Profits  Duty  was 
very  often  taken  into  account  in  arriving  at  a  price.  That  is, 
the  manufacturer  usually  considered  the  excess  profits  duty  an 
expense  and  succeeded  in  securing  terms  which  left  him  after  pay- 
ing it  about  the  amount  of  profit  he  would  have  striven  for  had 
the  tax  not  been  in  existence.  Consequently  the  tax  in  England 
was  probably  to  a  considerable  extent  illusory,  the  government 
itself  creating  the  profits  which  it  took  back  in  taxes. 

Summary 

( 1 )  In  the  past  five  years  the  British  Treasury  has  received  ap- 
proximately one-fourth  of  its  total  revenues  from  the  tax  on  excess 


158  American  Economic  Association 

profits — nearly  one  billion  pounds  in  all.     This  enormous  sum  has 
been  collected  with  surprisingly  slight  economic  disturbance. 

(2)  During  the  war  outright  evasion  was  almost  unknown  but 
since  the  armistice  many  taxpayers  have  resorted  to  various  meth- 
ods of  avoidance  and  evasion. 

(3)  The  collection  of  the  Duty  has  caused  no  business  failures 
and  has  apparently  not  seriously  undermined  the  stability  of  the 
business  structure  generally.  There  is  no  doubt,  however,  but  that 
its  general  effect  upon  business  has  been  restrictive  and  repress- 
ing. Whether  its  effect  has  been  more  unfavorable  than  the  ef- 
fects of  some  alternative  tax  is  doubtful. 

(4)  Even  with  a  more  elastic  statute  and  more  efficient  admin- 
istration, it  has  proven  impossible  to  avoid  entirely  the  criticism 
that  the  Duty  operates  in  certain  cases  in  a  capricious  and  dis- 
criminating fashion. 

(5)  It  is  freely  asserted  that  the  Duty  has  been  an  important 
influence  making  for  high  prices  but  the  best-informed  opinion  ap- 
pears to  hold  that  the  tax  has  been  in  most  cases  the  excuse  for 
and  not  the  true  cause  of  the  increases  in  prices. 
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American  interest  in  British  plans  for  the  future  of  special 
profits  taxation  in  their  country  springs  primarily  from  a  desire 
to  reach  a  wise  solution  of  our  own  problem.  Since  general  con- 
ditions in  the  two  countries  are  fundamentally  similar,  it  is  but 
natural  that  British  precedents  should  have  great  weight  with  us 
in  arriving  at  decisions  in  the  field  of  public  finance.  But,  in  ad- 
dition, the  American  business  man  engaged  in  foreign  trade  has, 
of  course,  a  special  interest  in  the  British  practices  and  plans. 
While  it  is  probable  that  the  effects  of  special  profits  taxation 
upon  the  international  competitive  situation  are  greatly  exagger- 
ated, the  trader,  nevertheless,  always  displays  a  keen  interest  in 
the  taxes  which  his  competitors  are  called  upon  to  pay.  Finally 
even  those  business  men  who  are  not  even  remotely  affected  by 
British  competition  are  interested.  When  they  pay  their  heavy 
profits  taxes  here,  they  may  derive  some  consolation  from  the 
knowledge  that  their  British  brothers  continue  to  be  subject  to 
similar  exactions. 

The  British  Finance  Act  of  1920,  recently  adopted,  continues 
the  application  of  the  Excess  Profits  Duty  until  August  5,  1921.^ 
Not  only  does  it  continue  the  Duty  when  most  British  business 
men  expected  its  entire  abolition  but  it  increases  the  rate  from  40 
per  cent  to  60  per  cent.  The  circumstances  which  led  up  to  this 
action  and  the  outlook  for  further  developments  receive  consider- 
ation in  this  section  of  the  report. 

The  present  British  Excess  Profits  Duty  was  obviously  designed 
as  a  temporary  measure  which  would  disappear  at  the  end  of  the 
war.  The  use  of  pre-war  profits  as  a  datum-line  Is  in  itself  suffi- 
cient to  establish  its  temporary  character.  But  to  this  internal 
evidence  may  be  added  the  specific  declarations  of  every  Chancellor 
of  the  Exchequer  who  has  held  office  since  the  introduction  of  the 
Duty.^  The  business  men  have  accepted  these  declarations  as 
virtual  pledges  and  vehemently  denounce  the  policy  of  continuing 

1  Cf.  infra,  p.  212. 

2  Debates,  81:1044;  93:390;  1920  budget  speech,  p.  15;  Association  of  Cham- 
bers of  Commerce,  1918,  p.  20;  1919,  p.   158. 
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the  Duty/  Immediately  after  the  close  of  the  war  pressure  was 
brought  to  bear  upon  the  Government  to  secure  the  entire  abolition 
of  the  Duty.  During  the  preparation  of  the  1919  budget  the 
question  was  carefully  considered  but  it  proved  impossible  to  fore- 
go the  revenue.  The  Treasury,  consequently,  turned  its  atten- 
tion to  the  problem  of  changing  the  Excess  Profits  Duty  into  some 
new  form  of  excess  profits  tax  which  would  be  free  from  the 
anomalies  incident  to  its  application  to  the  profits  of  years  far 
remote  from  the  pre-war  period.  This  early  project  to  establish 
a  permanent  excess  profits  tax  appears  to  have  been  carried  far 
along  toward  fruition  before  it  was  discarded  for  the  moment  and, 
as  appears  from  the  following  section  of  Mr.  Chamberlain's  speech, 
delivered  April  30,  1919,  the  project  was  merely  postponed  and 
not  definitely  abandoned: 

"...  I  turn  now  to  direct  taxation,  and,  first  of  all,  I  must 
say  something  about  the  Excess  Profits  Duty.  The  tax  in  its 
present  form  is  a  war  tax.  It  was  imposed  under  the  stress  of 
war,  and  when,  in  the  midst  of  the  enormous  burdens  we  had  to 
bear,  it  was  felt  that  profits  in  excess  of  pre-war  profits  might 
justly  be  called  upon  to  make  a  special  contribution.  It  is  open 
to  many  objections,  but  it  was  a  rough  and  ready  method  of 
justice  which  Parliament,  in  its  then,  happily,  not  very  critical 
mood,  accepted  without  too  much  difficulty,  and  the  revenue  re- 
sults of  it  have  been  most  satisfactory  during  the  War  period.  .  .  . 
I  do  not  wish  to  continue  the  tax  a  moment  beyond  what  is  neces- 
sary at  so  high  a  figure  as  at  present;  it  would  be  contrary  to 
public  interest,  and  I  do  not  propose  to  do  it.  On  the  other  hand, 
I  have  to  remember  that,  as  I  said,  this  is  a  war  tax,  that  war  ex- 
penditure is  still  continuing,  that  even  after  peace  is  signed  war 
expenditure  and  the  burdens  of  war  will  still  remain,  and  /  am  'not 
vn  a  position  simply  to  repeal  the  Duty  without  finding  anything 
to  put  in  its  place* 

"In  these  circumstances  my  first  effort  was  to  find  some  form 
in  which  the  profits  of  business  might  be  called  upon  to  make  a 
special  contribution  to  the  revenue  of  the  country  without  the 
anomalies  and  the  objections  to  which  the  present  tax  is  subject. 
I  had  before  me  suggestions  made  to  that  effect  by  my  hon. 
Friend  the  Member  for  the  Everton  Division  of  Liverpool   (Sir 

s  Cf.,  Pall  Mall  Gazette,  April  20,  1920. 
4  The  italics  are  the  writer's. 
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J.  Harmood-Banner.)  and  by  Mr.  J.  F.  Mason,  who  was  then  a 
Member  of  the  House,  and  who  I  very  much  regret  is  not  now  a 
Member,  and  by  Mr.  Lionel  Hichens,  a  name  well  known  in  in- 
dustry,^ and  I  had  also  the  example  of  taxation  imposed  with 
similar  objects  both  in  the  United  States  and  in  Canada.  But  my 
information  is  imperfect,  and  the  time  at  the  disposal  of  myself 
and  my  colleagues  has  been  short,  and  we  have  been  subject,  as  the 
Committee  knows,  to  other  daily  grave  preoccupations.  I  need 
not  say  that  if  a  new  tax  is  to  be  imposed,  it  would  in  any  case 
be  necessary  that  it  should  be  carefully  thought  out  and  its  ad- 
vantages and  disadvantages  carefully  weighed  in  order  that  we 
should  not  repeat  the  anomalies  or  injustices  of  the  existing  tax. 
Therefore  the  form  of  the  tax  would  be  of  great  importance,  and 
such  an  enquiry  takes  time.  I  have  had  other  suggestions  mad^ 
to  me,  but  the  Government  have  not  been  able  to  give  to  the  sub- 
ject in  the  weeks  before  the  Budget  the  attention  which  it  requires 
for  a  satisfactory  solution. 

"Under  the  circumstances,  therefore,  I  propose  to  the  Commit- 
tee, as  a  temporary  and  only  as  a  temporary  measure,  to  con- 
tinue the  existing  tax  for  another  year  at  the  reduced  rate  of  40 
per  cent."® 

It  is  evident  from  Mr.  Chamberlain's  speech  that  there  was  hope 
in  his  mind  that  he  would  be  able  in  1920  to  substitute  for  the 

5  The  proposals  for  the  continuance  of  profits  taxation  made  by  several 
individuals,  to  which  the  Chancellor  referred  in  the  speech  just  quoted  were 
these.  Sir  John  Harmood-Banner  in  an  article  in  the  Sunday  Times  of 
November  10th,  1918,  had  urged  the  early  abandonment  of  the  present  tax 
with  its  pre-war  standard,  but  had  favoured  a  profits  tax  in  some  other  form. 
His  proposal  was  discussed  incidentally  on  the  floor  of  the  House  of  Com- 
mons about  a  week  later.  (Debates,  18th  November,  1918,  3182-3.)  Some 
months  earlier,  Mr.  Mason  had  urged  in  the  House  that  a  profits  tax  be  de- 
vised which  would  be  coupled  with  a  policy  of  government  protection  and  as- 
sistance to  British  industry  and  would  depend  for  its  theoretical  justification 
upon  this  aid  thus  extended.  (April  22,  1918,  Debates,  105:781).  Finally,  in 
a  lecture  given  in  January,  1918,  Mr.  W.  L.  Hitchens,  Chairman  and  Manag- 
ing Director  of  Messrs.  Cammell  Laird  &  Co.,  Ltd.,  and  prominent  in  the 
Association  of  the  Controlled  Establishments,  had  proposed  a  post-war  tax 
on  profits  similar  in  general  character  to  the  War  Profits  Duty.  He  rested 
his  case  on  the  general  ground  of  the  moral  and  economic  injustice  of  un- 
limited  profits.      ("A   Moral  Code  in  Industry."     Times,  January   19,   1918.) 

6  House  of  Commons — Session  1919.  Report  of  the  speech  of  the  Rt.  Hon. 
A.  Chamberlain  on  making  the  Financial  Statement,  Wednesday,  30th  April, 
1919,  separate  print,  pp.  16-17, 
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Excess  Profits  Duty  some  new  type  of  permanent  excess  profits 
tax.  At  the  time  of  the  writer's  visit  to  London  in  the  summer 
of  1919,  he  found  that  most  business  men  expected  the  early  aban- 
donment of  the  Excess  Profits  Duty  but  that  they  were  giving 
almost  no  thought  to  the  question  of  a  substitute.  Persons  who 
were  fully  informed  regarding  the  fiscal  exigencies  of  the  situation 
realized  the  necessity  for  such  a  substitute  and  were  much  occu- 
pied with  the  problem.  The  two  possibilities  most  seriously  dis- 
cussed were  the  capital  levy  and  the  new  profits  tax  suggested  in 
Mr.  Chamberlain's  speech,  quoted  above.  With  the  capital-levy 
proposals,  interesting  and  ingenious  though  they  were,  this  study 
is  not  directly  concerned.  Suffice  it  to  say  that  they  were  so  re- 
pugnant to  the  preconceived  notions  of  the  business  men  that 
their  adoption  seemed  most  improbable. 

The  proposal  for  a  permanent  profits  tax  had  by  this  time  as- 
sumed fairly  definite  form  and  was  the  plan  which  appeared  to 
hold  most  promise  of  adoption.  It  is  of  interest  to  Americans 
to  know  that  the  best  British  opinion  appeared  to  favor  a  tax 
of  the  general  type  of  our  own  excess  profits  tax  with  its  stan- 
dard of  invested  capital  and  its  progressive  scale  of  rates.  The 
British  proposal  met  a  number  of  the  difficult  problems  connected 
with  profits  taxation  in  a  manner  which  is  in  some  instances  sug- 
gestive. For  example,  they  could  see  no  justice  in  making  the  tax 
apply  to  corporations  only  as  is  the  case  under  our  present  law. 
Again,  they  felt  that  the  problem  of  business  concerns  with  little 
or  no  invested  capital  could  be  fairly  well  met  by  utilizing  a  slid- 
ing scale  of  salary  allowances  instead  of  exempting  them  as  we  do. 
The  distinction  between  a  profession  and  a  business  is  one  which 
troubled  them  sorely,  but  nevertheless  they  considered  it  possible 
to  establish  the  differentiation  in  a  fashion  similar  to  that  used 
under  the  Excess  Profits  Duty.  The  fact  that  appreciations  of 
property  values  are  not  considered  taxable  income  in  England 
raised  a  problem  for  them  which  has  not  troubled  us  seriously  here. 
If  they  were  to  recognize  as  invested  capital  the  full  amount  paid 
for  assets,  tangible  and  intangible,  by  the  purchaser  of  a  business, 
they  realized  that  their  new  tax  would  be  widely  evaded  unless  it 
were  coupled  with  some  type  of  special  increment  tax  upon  the 
profit  from  the  sale,  imposed  at  the  time  of  transfer.  The  diffi- 
culties of  arranging  such  a  tax,  which  in  our  case  are  cared  for 
automatically  in  a  fairly  satisfactory  manner  under  our  income 
tax,  led  them  to  favor  the  adoption  of  the  rule  that  assets  should 
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be  valued  at  cost  to  the  original  owner  even  after  having  been 
transferred  to  the  new  purchaser. 

In  the  fall  of  1919  Mr.  Chamberlain  dispatched  a  mission  to 
America  to  study  the  profits  taxes  of  this  country  and  Canada^ 
so  that  he  was  able  to  enter  upon  the  preparation  of  the  1920 
budget  much  more  fully  equipped  with  information  with  regard 
to  excess  profits  taxes  with  invested  capital  standards  than  he 
had  been  a  year  before.  The  new  data  appears  not  to  have  been 
wholly  reassuring  but  what  was  even  more  important  was  the 
violent  reaction  among  the  business  men.  The  mere  suggestion 
that  the  profits  tax  might  be  placed  on  a  permanent  basis  raised 
a  storm  of  protest  and  the  proposal  did  not  survive  long  enough 
to  be  presented  to  Parliament  in  the  Chancellor's  1920  budget 
speech.  The  situation  as  it  now  exists  is  best  presented  in  Mr. 
Chamberlain's  own  words : 

I  come  now  to  the  Excess  Profits  Duty.  I  attempted  last  year  to 
state  fairly  the  arguments  for  and  against  the  Excess  Profits  Duty 
when  I  asked  the  Committee  to  continue  it  for  another  year  at  a  re- 
duced rate  of  40  per  cent.  But  there  was  one  factor  in  the  situation 
which  I  have  to  confess  I  entirely  failed  to  forecast.  If  hon.  Members 
will  cast  their  minds  back  to  the  circumstances  in  which  I  spoke  last 
year,  I  do  not  think  they  will  blame  me  or  pretend  to  greater  pre- 
science. Industry  was  then  disorganised,  unemployment  was  rife, 
and  there  was  every  prospect  of  declining  prices  and  a  great  fall  in 
profits.  But  the  results  have  been  far  otherwise.  There  has  been  no 
such  decline;  on  the  contrary,  manufacturers  are  overwhelmed  with 
orders  in  excess  of  what  they  can  execute.  Prices  have  risen  and  the 
level  of  profits  has  still  further  increased.  Had  I  foreseen  this  situa- 
tion there  would  have  been  no  such  large  reduction  in  the  duty  last 
year,  and  the  Committee  will  not  be  surprised  to  learn  that  in  view 
of  it,  and  subject  to  one  condition,  which  I  will  explain,  we  propose  not 
only  to  continue  the  duty  for  another  year,  but  to  increase  it  as  from 
1st  January  last,  not  indeed  to  the  80  per  cent,  rate  at  which  it  was 
in  force  in  1917  and  1918,  but  to  the  60  per  cent,  at  which  it  was  fixed 
in  1916.  I  base  my  justification  for  that  proposal  on  the  continued 
prevalence  of  temporary  conditions  occasioned  by  the  War  or  arising 
out  of  the  War,  creating  a  state  of  scarcity,  hardly  distinguishable  in 
effect  from  monopoly,  and  giving  capital  engaged  in  industry  wholly 
abnormal  and  often  extravagant  profits.  I  propose  to  increase  the 
rate  subject  to  one  qualification.  The  qualification  is  this.  As  the 
Committee  is  aware,  a  Select  Committee  of  this  House  is  now  enquir- 
ing into  the  practicability  of  a  levy  on  AVar  increases  of  wealth.  If, 
when  they   have   completed   their   deliberations,  the   Committee   make 

7  Unfortunately  the  report  of  this  commission  has  not  been  made  public. 
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recommendations  to  the  House,  and  if  Parliament  should  decide  later 
in  the  year  to  impose  such  a  levy,  the  funds  thus  made  available  will 
relieve  the  pressure  of  the  financial  situation  and  enable  us  to  reverse 
the  decision  to  increase  the  rate  of  Excess  Profits  Duty  to  60  per  cent. 
I  shall  propose,  therefore,  if  it  falls  to  my  lot  to  submit  to  Parliament 
a  Bill  later  in  the  year  to  make  a  levy  on  the  increases  of  war  wealth, 
to  cancel  this  increase  of  the  rate  of  Excess  Profits  Duty,  and  collect 
Excess  Profits  Duty  for  the  year  at  the  existing  rate  of  40  per  cent. 
The  increased  revenue  that  will  be  derived  from  this  source  in  the 
current  year,  on  the  assumption  that  the  rate  is  60  per  cent.,  will  be 
only  .£10,000,000,  raising  the  estimate  of  the  total  revenue  from  this 
source  from  £210,000,000  to  £220,000,000.  As  I  have  already  re- 
minded the  Committee,  the  main  effect  of  any  change  in  the  rate  of 
Excess  Profits  Duty  is  felt  in  the  year  following  the  change,  and  more 
important  than  the  additional  .£10,000,000  in  cash  this  year  will  be 
the  further  sum  amounting  to  £65,000,000  accruing  but  not  collected 
during  the  present  year,  and  a  still  further  sum  of  £25,000,000  re- 
ceivable the  year  after.  In  other  words,  the  addition  to  the  Tax  will 
produce  £100,000,000  in  all.  This  increase  will  involve  a  corre- 
sponding increase  in  the  rate  of  Excess  Mineral  Rights  Duty,  a  Duty 
which  is  complementary  to  the  Excess  Profits  Duty. 

But  whilst  I  consider  that  these  proposals  are  not  merely  justified 
but  are  required  by  the  abnormal  conditions  now  prevailing,  I  also 
hold  that  this  tax  itself,  like  those  conditions,  is,  or  should  be,  ab- 
normal and  temporary  in  its  character.  I  propose  therefore  to  intro- 
duce this  year  a  new  tax  which,  for  the  time  being,  will  be  levied  con- 
currently with  the  Excess  Profits  Duty,  but  which,  either  in  the  form 
in  which  I  propose  it  or  in  an  amended  form,  may  in  the  future  prove 
a  substitute  for  it.  The  character  of  the  new  tax,  a  permanent  tax, 
has  been  the  subject  of  most  anxious  consideration  by  the  Government 
and  myself  and,  as  I  have  previously  mentioned  in  the  House,  last 
year  I  sent  out  a  mission  to  Canada  and  the  United  States  to  investi- 
gate and  to  study  the  schemes  of  Profits  Taxation  in  force  in  those 
countries,  and  to  see  whether  we  could  derive  any  lessons  of  use  to  us 
from  their  practice  and  experience.  The  results  of  the  inquiry  and  of 
independent  investigation  in  this  country  have  not  served  to  remove 
the  difficulties  which  presented  themselves  on  our  first  consideration 
of  the  proposal  for  a  taxation  of  profits  in  excess  of  a  certain  return 
upon  invested  capital,  and  have  not  enabled  us  to  see  our  way  to  ad- 
just such  a  tax  to  existing  business  conditions  and  customs  in  this 
country.  We,  therefore,  abandoned  the  idea  of  creating  a  tax  on  profits 
in  excess  of  a  fixed  standard  and  we  propose  to  have  recourse  to  a 
different  measure.  I  may  describe  our  proposal  as  a  Corporation  Tax 
levied  at  the  rate  of  Is.  in  the  £  on  the  profits  and  income  of  concerns 
with  limited  liability,  engaged  in  trade  or  similar  transactions.  This 
tax  will  run  concurrently  with  Excess  Profits  Duty  until  that  Duty 
is  repealed.  Where  a  concern  is  liable  to  both  taxes,  any  Excess  Profits 
Duty  payable  will  be  treated  as  a  working  expense  in  arriving  at  the 
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profits  for  the  purpose  of  the  new  tax.  Both  Excess  Profits  Duty  and 
Corporation  Tax  will  be  deducted  before  the  assessment  of  profits  for 
Income  Tax,  and  to  prevent  the  new  tax  constituting  too  severe  a 
burden  on  the  ordinary  shareholder  of  existing  concerns  in  w^hich  there 
are  large  issues  of  debenture  and  preference  shares,  where  a  consider- 
able projjortion  of  the  profit  has  to  be  allocated  to  the  payment  of  in- 
terest and  fixed  dividends  thereon,  we  propose  that  in  no  case  shall 
the  duty  exceed  2s.  in  the  £,  on  the  profits  which  remain  after  the; 
payment  of  such  interest  and  dividends  on  existing  issues  of  debentures 
and  preference  shares.  I  would  remind  the  Committee  that  under  the. 
provisions  of  the  Excess  Profits  Duty  prosperous  concerns  with  a  large 
pre-War  profit  standard  may  escape  liability  for  the  tax  because  their 
present  profits,  though  high,  are  not  in  excess  of  their  standard,  and, 
at  any  rate,  they  pay  tax  on  what  all  of  us  think  an  unduly  low  scale. 
Incidentally,  the  new  tax  will  do  something  to  correct  this  anomaly. 
But  I  justify  it  on  much  broader  grounds.  Companies  incorporated 
with  a  limited  liability  enjoy  privileges  and  conveniences  by  virtue  of 
the  law  for  which  they  may  well  be  asked  to  pay  some  acknowledge- 
ment. But  more  than  that,  partners  in  a  private  partnership  pay 
Sujjer-tax  not  merely  on  the  profits  which  they  divide,  but  also  on  the 
undivided  profits  which  they  place  to  reserve.  No  such  charge  falls 
upon  the  undivided  profits  of  limited  liability  companies.  The  Cor- 
porations Tax  is  justified  by  this  distinction  of  the  existing  law  in 
favour  of  such  corporations,  and  it  may  be  regarded  as  a  composition 
in  lieu  of  the  liability  to  Super-tax.  How  soon  it  may  be  possible  to 
discontinue  the  Excess  Profits  Duty  and  to  rely  upon  this  new  tax 
alone  must  depend  on  many  circumstances,  upon  the  duration  of  the 
abnormal  conditions  and  abnormal  prices  and  profits  which  we  now 
witness,  but,  most  of  all,  on  the  results  of  the  inquiry  which  the  Select 
Committee  on  War  Wealth  is  now  conducting  upstairs.  I  estimate, 
on  the  basis  of  existing  prices  and  rate  of  profits  and  assuming  the 
continued  development  of  industry,  the  yield  of  the  new  tax  by  itself 
should  in  a  full  year  amount  to  ,£50,000,000  and,  while  levied  as  an 
addition  to  Excess  Profits  Duty  at  the  rate  of  60  per  cent.,  will  in  a 
full  year  produce  £35,000,000.  The  largest  part  of  the  tax  levied  and 
accruing  this  year  will  not  reach  the  Exchequer  till  next  year,  and  for 
this  reason  I  do  not  anticipate  that  the  sum  obtained  in  the  current 
year  will  be  more  than  £3,000,000.^ 

It  is  clear  that  the  proposal  for  a  permanent,  progressive  ex- 
cess profits  tax  with  an  invested  capital  standard  has  been  defi- 
nitely discarded  for  the  present  at  least.  The  new  corporate 
profits  tax  appears  to  have  been  the  finiit  of  the  researches  of  Mr. 
Chamberlain's  mission  to  America.  Its  principle  is  quite  novel  in 
England  and  what  development  lies  ahead  of  it  cannot  be  fore- 

8  Speech  on  Making  the  Financial  Statement,  Monday,  19th  April,  1920, 
pp.  14-16. 
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told.  Since  the  budget  speech  the  Government  has  abandoned  the 
project  for  a  levy  on  capital  and  Mr.  Chamberlain's  alternative 
proposal  of  a  60  per  cent  Excess  Profits  Duty  for  the  year  1920 
has  been  adopted. 

The  ostensible  reason  for  discarding  the  proposal  for  a  perma- 
nent excess  profits  tax  is  the  reluctance  on  the  part  of  both  the 
business  community  and  the  Inland  Revenue  to  attempt  a  general 
evaluation  of  business  capital.  This  is,  of  course,  a  task  whose 
difficulties  may  well  give  pause.  However  it  is  also  true  that  the 
business  leaders  are  opposed  to  a  permanent  excess  profits  tax  on 
principle.  It  appears  to  them  discriminatory  and  dangerous — 
discriminatory  because  the  validity  of  the  general  principle  of 
special  business  taxation  is  not  acknowledged  in  England  and 
dangerous  because  the  admission  of  the  principle  would  open  the 
door  to  a  permanent  policy  of  social  control  of  profits.  The  so- 
cialists are  not  the  least  interested  in  the  Excess  Profits  Duty  at 
present  but  the  most  acute  of  the  business  men  profess  to  see  in 
it  a  potent  socialistic  weapon.  A  Labor  Government  within  a 
reasonably  short  time  is  not  beyond  the  range  of  possibility  and 
the  business  interests  are  very  eager  that  such  a  government  may 
not  find  in  good  working  order  a  special  profits  tax  established 
on  a  permanent  basis.  They  are  willing  to  make  temporary  sac- 
rifices in  the  way  of  submitting  to  uneven  taxation  as  between 
individual  businesses  provided  only  they  can  maintain  the  present 
status  of  the  Duty  as  a  temporary  measure. 

The  situation  may  be  briefly  summarized  as  follows :  In  the 
summer  of  1919  the  general  expectation  in  England  was  that  the 
Excess  Profits  Duty  would  disappear  with  the  expiration  of  the 
financial  year.  This  view  was  not  shared,  however,  by  those  who 
were  fully  informed  regarding  the  status  of  government  finances. 
Such  persons  pointed  out  that  the  Duty  could  be  repealed  only  in 
case  some  productive  substitute  could  be  found  and,  placing  little 
faith  in  the  proposal  for  a  levy  on  capital,  they  directed  their 
thought  to  the  possibility  of  developing  some  new  type  of  special 
profits  tax  which  could  be  established  in  the  place  of  the  Excess 
Profits  Duty.  At  the  time  of  the  writer's  visit  the  proposal  which 
appeared  to  hold  most  promise  of  being  enacted  into  law  was  one 
providing  for  an  excess  profits  tax  very  similar  to  the  one  now  in 
force  in  this  country,  levied  at  progressive  rates  upon  profits 
whose  richness  was  determined  by  reference  to  a  standard  of  in- 
vested capital.     During  the  winter  of  1919-20  the  problem  was 
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warml}^  debated,  the  discussion  being  characterized,  first,  by  the 
development  of  bitter  opposition  to  any  new  special  profits  tax 
which  would  bear  the  stamp  of  permanency  and,  second,  by  tlie 
growth  of  a  surprisingly  strong  sentiment  in  favor  of  some  modi- 
fied form  of  capital  levy.  When  the  budget  was  finally  estab- 
lished it  included  neither  proposal.  Instead  of  a  capital  levy  or 
a  new  permanent  excess  profits  tax  the  British  have  chosen  to  con- 
tinue the  old  Excess  Profits  Duty  at  the  increased  rate  of  60  per 
cent  and  to  establish  a  new  flat  five  per  cent  tax  on  the  profits  of 
corporations.  The  British  policy  with  respect  to  the  future  is 
not  fixed  but  special  profits  taxation  in  some  form  will  probably 
constitute  a  part  of  the  financial  plan  for  several  years  to  come. 
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A  comprclicnsivc  survc}^  of  the  material  presented  in  this  report 
can  be  quickly  made  by  reading  the  brief  summaries  which  appear 
at  the  end  of  each  of  the  four  main  divisions.^  In  conclusion, 
consequently,  it  remains  only  to  point  out  the  significance  of  the 
British  experiences  to  us,  as  we  face  the  problem  of  the  future  of 
the  tax  in  America. 

The  scope  of  this  report  does  not  permit  an  analysis  of  the 
American  financial  situation,  and  without  such  an  analysis  it 
would  be  quite  improper  to  venture  a  definite  statement  as  to 
whether  we  should  repeal  the  excess  profits  tax  or  continue  it. 
However,  this  much  can  be  said  most  emphatically :  If  we  can 
afford  to  make  the  rates  moderate  and  if  we  have  the  wit  to  fol- 
low the  British  precedents  as  set  forth  above,  we  can  remove  the 
ground  for  the  most  serious  criticisms  now  being  urged  against 
our  excess  profits  tax.  The  grounds  for  criticism  which  will  re- 
main may  still  be  sufficient  to  render  the  tax  unattractive  as  com- 
pared with  available  alternatives.  If  so,  the  tax  should  be  aban- 
doned. But,  at  a  time  when  our  fiscal  necessities  are  so  great,  tht 
possibility  of  recasting  the  tax  in  the  light  of  British  experience 
must  be  taken  into  account  in  arriving  at  a  wise  decision.  Cer- 
tainly nothing  is  revealed  which  gives  cause  for  great  alarm  or 
forms  ground  for  a  demand  for  the  hasty  repeal  of  our  tax.  On 
the  contrary,  the  British  have  shown  us  that  it  is  possible  to  intro- 
duce sufficient  flexibility  into  the  administration  of  a  profits  tax  to 
enable  it  to  conform  fairly  satisfactorily  to  the  complex  conditions 
of  modern  business.  They  have  also  shown  us  how  to  eliminate  the 
friction  which  arises  when  important  questions  of  judgment  are 
left  entirely  to  bureaucratic  officials.  The  solution  they  offer  us 
involves  a  radical  improvement  in  our  administrative  organiza- 
tion and  procedure,  but  students  of  federal  taxation  are  beginning 
to  believe  that  such  changes  must  come  anyway,  and  come  quickly 
if  we  are  to  save  the  federal  income  tax  itself  from  disintegration. 
The  solution  offered  also  involves  the  establishment  of  a  system  of 
appeals  based  upon  a  principle  entirely  novel  in  our  treasury  or- 
ganization, viz.,  that  of  arbitration  before  juries  of  disinterested 
outsiders.  This  principle  has  always  formed  a  part  of  the  British 
income-tax  procedure,  and  has  thoroughly  justified  itself  in  the 

i  Supra,  pp.   23,   137,   157,  165. 
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elaborated  form  which  was  established  for  purposes  of  the  Excess 
Profits  Duty.  We  should  lose  no  time  in  appropriating  this  de- 
vice whether  we  continue  or  abandon  the  profits  tax. 

If  we  are  to  continue  profits  taxation,  the  general  standard  pre- 
scribed in  our  present  law  for  determining  the  richness  of  thi; 
f  profits  should  be  retained.  The  best  British  opinion  supports  the 
'  view  that  a  percentage  of  invested  capital  is  a  more  satisfactory 
test  than  the  earnings  of  some  previous  period,  in  a  tax  of  this 
character,  and  they  have  shown  how  that  percentage  can  be 
cleverly  varied  to  meet  the  peculiar  conditions  in  each  line  of 
business. 

With  respect  to  the  British  decision  this  year  to  continue  their 
profits  tax  without  eliminating  their  "profits  standard,"  two  points 
should  be  made  clear.  The  first  is  that  their  tax  is  not  now  and 
never  has  been  entirely  dependent  on  the  profits  standard.  In 
fact,  the  testing  of  profits  by  the  standard  of  earnings  in  the  pre- 
war period  really  operates  as  a  relief  provision,  reducing  the  tax 
which  would  be  payable  if  the  percentage  standard  only  was 
utilized.  With  the  passage  of  time  the  percentage  standard, 
based  on  invested  capital,  has  been  assuming  a  larger  and  larger 
role  in  the  procedure.  The  second  point  to  be  borne  in  mind  is 
that  in  the  deliberations  this  year  regarding  the  advisability  of 
establishing  a  permanent  profits  tax,  the  issue  reall}'  turned  on  a 
quite  different  consideration  from  that  of  the  relative  merits  of 
the  invested  capital  standard  as  compared  with  the  present  altern- 
ative standard.  The  writer  is  convinced  from  his  conversations 
with  the  British  business  men  that  it  was  not  so  much  the  invested 
capital  standard  which  aroused  their  opposition  as  it  was  the  fear 
of  permanency  in  a  profits  tax.  So  long  as  the  present  tax  with 
its  pre-war  standard  remains,  there  exists  a  prima  facie  case  for 
its  repeal  in  the  more  or  less  immediate  future.  But,  with  a  Labor 
Government  threatening  in  the  offing,  the  business  men  prefer  not 
to  face  the  future  with  a  profits  tax  firmly  established  on  a  basis 
which  can  be  made  permanent  by  a  mere  continuance  of  established 
policy  and  practice.  Thus  much  larger  issues  are  involved  in 
the  matter  than  appear  on  the  surface.  In  this  country,  with  its 
different  social  and  political  conditions,  this  aspect  of  the  prob- 
lem has  received  almost  no  consideration,  but  the  fact  remains 
that  in  the  principle  of  special  profits  taxation  there  may  exist 
a  practicable  method  of  arriving  at  a  solution  of  the  problem  of 
monopoly  profits  against  which  the  American  public  has  stead- 
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fastlj  set  its  face,  and  of  seizing  some  of  the  promised  advantages 
of  socialized  industry  without  incurring  the  risks  and  disadvan- 
tages of  socialism. 

Several  very  serious  defects  in  our  own  national  financial  situ- 
ation are  brought  into  bold  relief  by  a  study  of  the  British  Excess 
Profits  Duty.  The  first  is  that  we  have  not  grasped  the  funda- 
mental importance  of  adequate  preliminary  consideration  of  tax 
measures.  The  British  seem  to  be  able  to  choose  a  course  and 
hold  to  it  consistently.  It  was  only  about  one  year  after  the  war 
began  that  they  established  their  Excess  Profits  Duty,  but  even 
at  that  early  date  it  was  established  in  a  form  which  they  have 
found  unnecessary  to  change  in  any  important  particular.  To- 
day they  have  essentially  the  same  scope  of  application,  the  same 
definition  of  profits,  the  same  standard  of  excessiveness,  the  same 
rules  for  calculating  invested  capital,  and  the  same  general  pro- 
cedure as  they  had  at  the  beginning.  We  began  with  a  law  of 
broad  application  and  then  swung  to  the  opposite  extreme  of 
very  narrow  application.  We  began  with  an  invested  capital 
standard,  the  next  year  we  substituted  an  alternative  standard, 
and  the  third  year  reverted  to  the  first  type  once  more.  We  have 
tinkered  with  the  definition  of  profits  and  made  important  changes 
in  procedure.  The  British  contented  themselves  with  mere  changes 
in  rates  to  meet  varying  fiscal  needs.  Our  constant  changes  have 
had  many  unfortunate  effects,  perhaps  the  most  serious  being 
the  tendency  to  unstabilize  business  and  to  complicate  the  ad- 
ministration. It  does  not  reflect  credit  upon  us  that  we,  in  1917, 
could  not  draft  an  act  suited  to  our  situation,  whereas  Great 
Britain  was  able  in  1915  to  pass  a  law  which  has  required  prac- 
tically no  revision  since. 

A  second  weakness  is  our  comparatively  narrow  conception  of 
the  accounting  period.  If  we  are  wise,  we  will  copy  the  British 
practice  with  respect  to  this.  The  problem  is  as  significant  for 
income  taxation  as  for  profits  taxation  and  is  one  which  will  be 
particularly  important  in  the  period  of  falling  prices  upon  which, 
apparently,  we  are  now  entering.  In  effect,  we  decline  to  regard 
business  as  a  continuing  operation.  We  separate  the  history  of 
a  concern  into  arbitrary  periods  and  carefully  insulate  each  period 
from  every  other  period.  This  procedure  is  not  in  accord  with 
the  economic  facts.  We  should  franJkly  recognize  net  loss  when- 
ever it  occurs  and  make  whatever  readjustments  are  necessary  to 
equalize  the  total  burden  as  between  taxpayers,  not  merely  on  the 
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basis  of  each  year,  but  for  the  operations  on  a  long-time  basis. 
Such  a  recognition  of  losses  would  eliminate  much  of  the  injustice 
of  the  present  situation. 

A  final  important  shortcoming,  which  becomes  apparent  from 
a  study  of  the  British  situation,  is  our  under-appraisal  of  the 
administrative  factor.  We  are  on  the  whole  not  slow  to  grasp  the 
significance  of  underlying  principles,  or  to  appreciate  the  theo- 
retical niceties  and  refinements  of  these  complicated  tax  measures, 
but  we  appear  to  be  willing  to  ignore  the  existence  of  many  of 
the  administrative  problems  upon  whose  solution  the  success  of 
these  measures  depends.  We  should  cultivate  the  British  reluc- 
tance to  pass  a  tax  measure  until  assured  of  the  adequacy  of  the 
Treasury  staff  to  undertake  the  task.  We  should  see  to  it  that 
our  administration  is  made  adequate  to  the  demands  even  now 
laid  upon  it.  Administration,  after  all,  holds  the  final  veto  on 
any  tax  proposal  and  a  failure  to  recognize  this  fact  is  almost 
certain  to  result  disastrously.  The  plain  truth  of  the  matter  is 
that  unless  we  abandon  our  amateurish  and  naive  attitude  and 
face  this  problem  of  administration  frankly,  we  shall  have  to  con- 
tent ourselves  with  a  tax  system  which  will  attain  simplicity  at 
a  very  high  cost  in  terms  of  equity.  We  cannot  have  just  taxation  \ 
under  the  complicated  conditions  of  modern  economic  life  unless 
we  prove  ourselves  equal  to  the  task  of  establishing  a  skilled  and 
permanent  civil  service. 
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TEXT  OF  STATUTES  RELATING  TO  EXCESS  PROFITS 

DUTY 

I.     Munitions  of  War  Act,  1915 

(5  &  6  George  5,  Ch.  54,  2nd  July  1915) 

********* 

Part  II 

4.  Controlled  establishments. — If  the  Minister  of  Munitions  con- 
siders it  expedient  for  the  purpose  of  the  successful  prosecution  of  the 
war  that  any  establishment  in  which  munitions  work  is  carried  on 
should  be  subject  to  the  special  provisions  as  to  limitation  of  em- 
ployers' profits  and  control  of  persons  employed  and  other  matters 
contained  in  this  section,  he  may  make  an  order  declaring  that  estab- 
lishment to  be  a  controlled  establishment,  and  on  such  order  being 
made  the  following  provisions  shall  apply  thereto:  — 

(1)  Any  excess  of  the  net  profits  of  the  controlled  establishment 

over  the  amount  divisible  under  this  Act,  as  ascertained  in 
accordance  with  the  provisions  of  this  Act,  shall  be  paid  into 
the  Exchequer. 

********* 

Where  in  any  establishment  munitions  work  is  carried  on  in  some 
part  of  the  establishment  but  not  in  other  parts,  the  Minister  of  Muni- 
tions may,  if  he  considers  that  it  is  practicable  to  do  so,  treat  any 
part  of  the  establishment  in  which  munitions  work  is  not  carried  on 
as  a  separate  establishment,  and  the  provisions  of  this  Act  shall  take 
effect  accordingly.'^ 

5.  Supplementary  provisions  as  to  the  limitation  of  the  profits  of  a 
controlled  establishment. — (1)  The  net  profits  of  a  controlled  estab- 
lishment shall  be  ascertained  in  accordance  with  the  provisions  of  this 
section  and  rules  made  thereunder  and  the  amount  of  profits  divisible 
under  this  Act  shall  be  taken  to  be  an  amount  exceeding  by  one-fifth 
the  standard  amount  of  profits. 

(2)  The  standard  amount  of  profits  for  any  period  shall  be  taken 
to  be  the  average  of  the  amount  of  the  net  profits  for  the  two  financial 
years  of  the  establishment  completed  next  before  the  outbreak  of  the 
war  or  a  proportionate  part  thereof. 

(3)  If  in  any  case  it  appears  or  is  represented  to  the  Minister  of 
Munitions  that  the  net  profits  or  losses  of  all  or  any  other  establish- 
ments belonging  to  the  same   owner  should  be  brought  into   account, 

iThis  section  was  repealed  by  the  Finance  Act  of  1917,  sec.  24.  Cf.  infra, 
p.  202. 
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or  that  the  average  under  this  section  affords  or  may  afford  an  unfair 
standard  of  comparison  or  affords  no  standard  of  comparison,^  the 
Minister  may,  if  he  thinks  just,  allow^  those  net  profits  or  losses  to  be 
brought  into  account,  or  substitute  for  the  average  such  an  amount 
as  the  standard  amount  of  profits  as  may  be  agreed  upon  with  the 
owner  of  the  establishment. 

The  Minister  of  Munitions  may,  if  he  thinks  fit,  and  shall,  if  the 
owner  of  the  establishment  so  requires,  refer  the  matter  to  be  deter- 
mined by  a  referee  or  board  of  referees  appointed  or  designated  by 
him  for  the  purpose,  and  the  decision  of  the  referee  or  board  shall  be 
conclusive  on  the  matter  for  all  purposes.* 

(4)  The  Minister  of  Munitions  may  make  rules  for  carrying  the 
provisions  of  this  section  into  effect,  and  these  rules  shall  provide  for 
due  consideration  being  given  in  carrying  out  the  provisions  of  this 
section  as  respects  any  establishment  to  any  special  circumstances  such 
as  increase  of  output,  provision  of  new  machinery  or  plant,  alteration 
of  capital  or  other  matters  which  require  special  consideration  in  re- 
lation to  the  particular  establishment. 


II.  Finance  (No.  2)  Act  1915 
(5  &  6  George  5.,  ch.  89,  23rd  September,  1915) 

Part  II 
********* 

35.  Computation  of  profits  and  gains  in  relation  to  excess  profits 
duty. — (1)  Where  any  person  has  paid  excess  profits  duty  under  this 
Act  the  amount  so  paid  shall  be  allowed  as  a  deduction  for  the  purpose 
of  income  tax  in  computing  the  profits  and  gains  of  the  year  which  in- 
cluded the  end  of  the  accounting  period  in  respect  of  which  the  excess 
profits  duty  has  been  paid;  but  where  any  person  has  received  repay- 
ment of  any  amount  previously  paid  by  him  by  way  of  excess  profits 
duty,  the  amount  repaid  shall  be  treated  as  profit  for  the  year  in  which 
the  repayment  is  received.^ 

The  payment  of  excess  profits  duty  shall  not  be  deemed  to  be  a 
specific  cause  for  the  purposes  of  section  one  hundred  and  thirty-four 
of  the  Income  Tax  Act,  1842. 

(2)  Where  in  any  income  tax  year  the  profits  or  gains  from  which 
a  deduction  may  be  made  under  this  section  come  into  computation, 
but  owing  to  the  time  at  which  the  amount  of  excess  profits  duty  be- 
came ascertained  it  was  impracticable  to  give  effect  to  the  deduction 

2  The  following  clause  was  inserted  at  this  point  in  1916:  "or  that  no  such 
average  exists."  Munitions  of  War  (Amendment)  Act,  1916,  sec.  19  (5  &  6 
George  5,  ch.  99). 

3  The  words  "or  require"  were  inserted  in  1916.    Ibid. 

4  Modified  by  sec.  9:4-   (3)   of  Finance  Act  of  1917.     Cf.  infra,  p.  202. 
iC/.  Finance  Act,   1916,  sec.  48    (2),  infra,  p.   196;  sec.  53,  infra,  p.   197; 

Finance  Act,  1918,  sec.  31,  infra,  p.  207  et  seq. 
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when  assessing  income  tax,  the  amount  by  wliich  the  income  tax  would 
have  been  reduced  if  effect  had  been  given  to  the  deduction  shall  be 
deducted  from  the  amount  pa3'^able  for  excess  profits  duty  or,  if  there 
is  no  excess  profits  duty,  shall  be  repaid  to  the  taxpayer. 


Part  III 
Excess  Profits  Duty 

38.  Charge  of  excess  profits  duty. —  (l)There  shall  be  charged, 
levied,  and  paid  on  the  amount  by  which  the  profits  arising  from  any 
trade  or  business  to  which  this  Part  of  this  Act  applies,  in  any  ac- 
counting period  which  ended  after  the  fourth  day  of  August  nineteen 
hundred  and  fourteen,  and  before  the  first  day  of  July  nineteen  hun- 
dred and  fifteen,  exceeded,  by  more  than  two  hundred  pounds,  the 
pre-war  standard  of  profits  as  defined  for  the  purposes  of  this  Part  of 
this  Act,  a  duty  (in  this  Act  referred  to  as  "excess  profits  duty")  of 
an  amount  equal  to  fifty  per  cent^  of  that  excess.^ 

(2)  For  the  purposes  of  this  Part  of  this  Act  the  accounting  period 
shall  be  taken  to  be  the  period  for  which  the  accounts  of  the  trade  or 
business  have  been  made  up,  and  where  the  accounts  of  any  trade  or 
business  have  not  been  made  up  for  any  definite  period,  or  for  the 
period  for  w^hich  they  have  been  usually  made  up,  or  a  year  or  more 
has  elapsed  without  accounts  being  made  up,  shall  be  taken  to  be 
such  period  not  being  less  than  six  months  or  more  than  a  year  ending 
on  such  a  date  as  the  Commissioners  of  Inland  Revenue  may  determine. 

Where  any  accounting  period  is  a  period  of  less  than  a  year  this 
section  shall  have  effect  as  if  there  were  substituted  for  two  hundred 
pounds  a  proportionately  reduced  amount.^ 

(3)  Where  a  person  proves  that  in  any  accounting  period,  which 
ended  after  the  fourth  day  of  August  nineteen  hundred  and  fourteen, 
his  profits  have  not  reached  the  point  which  involves  liability  to  ex- 
cess profits  duty,  or  that  he  has  sustained  a  loss  in  his  trade  or  busi- 
ness, he  shall  be  entitled  to  repayment  of  such  amount  paid  by  him  as 
excess  profits  dut}^  in  respect  of  any  previous  accounting  period,  or 
to  set  off  against  any  excess  profits  duty  payable  by  him  in  respect 
of  any  succeeding  accounting  period,  such  an  amount  as  will  make  the 
total  amount  of  excess  profits  duty  paid  by  him  during  the  whole 
period  accord  with  his  profits  or  losses  during  that  period.* 

39.  Trades  and  businesses  to  ■which  excess  profits  duty  applies. — 
The  trades  and  businesses  to  which  this  Part  of  this  Act  applies  are 
all  trades  or  businesses   (whether  continuously  carried  on  or  not)   of 

iC/.  Finance  Act,  1917,  sec.  26  (4),  infra,  p.  203. 

2Cf.  Finance  Act,  1916,  sec.  45,  infra,  p.  193;  Finance  Act,  1917,  sec.  20  (1), 
infra,  p.  199;  Finance  Act,  1918,  sec.  34,  infra,  p.  208;  Finance  Act,  1919, 
sec.  32,  infra,  p.  210;  Finance  Act,  1920,  sec.  40,  infra,  p.  212. 

3  Finance  Act,  1916,  sec.  51,  infra,  p.  197. 

4  Finance  Act,  1916,  sec.  45  (2),  infra,  p.  193;  Finance  Act,  1917,  sees.  22, 
26  (8),  infra,  pp.  200,  204;  Finance  Act,  1918,  sec.  35  (2)  (b),  infra,  p.  208; 
Finance  Act  1919,  sec.  33   (2),  infra,  p.  210. 
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any  description  carried  on  in  the  United  Kingdom,  or  owned  or  car- 
ried on  in  any  other  place  by  persons  ordinarily  resident  in  the  United 
Kingdom,  excepting — 

(a)   husbandry  in  the  United  Kingdom;  and 

(&)   offices  or  employments;  and 

(c)   any  profession  the  profits  of  which  are  dependent  mainly   on 
the  personal  qualifications  of  the  person  by  whom  the  pro- 
fession is  carried  on  and  in  which  no  capital  expenditure  is 
required,  or  only  capital  expenditure  of  a  comparatively  small 
amount, 
but  including  the  business   of  any  person  taking  commissions   in  re- 
spect of  any  transactions  or  services  rendered,  and  of  any  agent  of  any 
description  (not  being  a  commercial  traveller,  or  an  agent  whose  re- 
muneration consists  wholly  of  a  fixed  and  definite  sum  not  depending 
on  the  amount  of  business  done  or  any  other  contingency). 

40.  Determination  of  profits  and  pre-war  standard. —  (1)  The  profits 
arising  from  any  trade  or  business  to  which  this  Part  of  this  Act  ap- 
plies shall  be  separately  determined  for  the  purpose  of  this  Part  of 
this  Act,  but  shall  be  so  determined  on  the  same  principles  as  the 
profits  and  gains  of  the  trade  or  business  are  or  would  be  determined 
for  the  purpose  of  income  tax,  subject  to  the  modifications  set  out  in 
the  First  Part  of  the  Fourth  Schedule  to  this  Act  and  to  any  other 
provisions  of  this  Act. 

(2)  The  pre-war  standard  of  profits  for  the  purposes  of  this  Part 
of  this  Act  shall,  subject  to  the  provisions  of  this  Act,  be  taken  to  be 
the  amount  of  the  profits  arising  from  the  trade  or  business  on  the 
average  of  any  two  of  the  three  last  pre-war  trade  years,  to  be  selected 
by  the  taxpayer  (in  this  Part  of  this  Act  referred  to  as  the  profits 
standard)  :  Provided  that  if  it  is  shown  to  the  satisfaction  of  the 
Commissioners  of  Inland  Revenue  that  that  amount  was  less  than  the 
percentage  standard  as  hereinafter  defined,  the  pre-war  standard  of 
profits  shall  be  taken  to  be  the  percentage  standard. 

The  percentage  standard  shall,  for  the  purposes  of  this  Part  of  this 
Act,  be  taken  to  be  an  amount  equal  to  the  statutory  percentage  on 
the  capital  of  the  trade  or  business  as  existing  at  the  end  of  the  last 
pre-war  trade  year,  subject,  however,  to  the  provisions  of  this  Act  as 
to  any  alteration  in  the  manner  of  calculating  the  percentage  standard 
in  special  cases. 

The  statutory  percentage  shall  be  six  per  cent  in  the  case  of  a  trade 
or  business  carried  on  or  owned  by  a  company  or  other  body  corporate, 
and  seven  per  cent  in  the  case  of  any  other  trade  or  business,  subject, 
however,  to  the  provisions  of  this  Act  as  to  the  increase  in  that  per- 
centage in  certain  cases. ^ 

The  provisions  contained  in  the  Second  Part  of  the  Fourth  Schedule 
to  this  Act  shall  have  effect  with  respect  to  the  computation  of  the 
profits  of  a  pre-war  trade  year,  and  the  provisions  contained  in  the 
Third  Part  of  the  Fourth  Schedule  shall  have  effect  with  respect  to  the 
ascertainment  of  capital  for  the  purposes  of  this  Part  of  this  Act. 

6Cy.  Finance  Act,  1917,  sec.  26  (2),  infra,  p.  203. 


Appendix  A  183 

"The  last  pre-war  trade  year"  means  the  year  ending  at  the  end  of 
the  last  accounting  period  before  the  fifth  day  of  August,  nineteen  hun- 
dred and  fourteen,  and  "the  three  last  pre-war  trade  years"  means 
the  three  years  ending  at  the  three  corresponding  times. 

(3)  Where  it  appears  to  the  Commissioners  of  Inland  Revenue,  on 
the  application  of  a  taxpayer  in  any  particular  case,  that  any  pro- 
visions of  the  Fourth  Schedule  to  this  Act  should  be  modified  in  his 
case,  owing  to  a  change  in  the  constitution  of  a  partnership,  or  to  the 
postponement  or  suspension,  as  a  consequence  of  the  present  war,  of 
renewals  or  repairs,  or  to  exceptional  depreciation  or  obsolescence  of 
assets  employed  in  the  trade  or  business  due  to  the  present  war,  or  to 
the  necessity  in  connection  with  the  present  war  of  providing  plant 
which  will  not  be  wanted  for  the  purposes  of  the  trade  or  business 
after  the  termination  of  the  war,  or  to  any  other  special  circumstances 
specified  in  regulations  made  by  the  Treasury,  those  Commissioners 
shall  have  power  to  allow  such  modifications  of  any  of  the  provisions 
of  that  schedule  as  they  think  necessary  in  order  to  meet  the  par- 
ticular case.® 

If  the  Commissioners  refuse,  on  any  such  application,  to  allow  any 
modification,  or  if  the  applicant  is  dissatisfied  with  any  modification 
allowed,  the  applicant  may  require  the  Commissioners  to  refer  the 
case  to  a  Board  of  Referees,  to  be  appointed  for  the  purposes  of  this 
Part  of  this  Act  by  the  Treasury,  and  that  Board  shall  consider  any 
case  so  referred  and  have  the  same  powers  with  respect  thereto  as  the 
Commissioners  have. 

41.  Adjustments  for  increased  or  decreased  capital. —  (1)  Where 
capital  has  been  increased  during  the  accounting  period,  a  deduction 
shall  be  made  from  the  profits  of  the  accounting  period  at  the  statutory 
percentage  per  annum  on  the  amount  by  which  the  capital  has  been 
increased,  for  the  whole  accounting  jjeriod  if  the  increased  capital  has 
been  employed  for  the  whole  accounting  period,  and  if  the  increased 
capital  has  been  employed  for  part  only  of  the  accounting  period,  for 
that  part  of  the  accounting  period.^ 

(2)  Where  capital  has  been  decreased  during  the  accounting  period, 
an  addition  shall  be  made  to  the  profits  of  the  accounting  period  at 
the  statutory  percentage  per  annum  on  the  amount  by  which  the  capi- 
tal has  been  so  decreased,  for  the  whole  accounting  period,  if  the  capi- 
tal has  been  decreased  for  the  whole  accounting  period,  and  if  the 
capital  has  been  decreased  for  part  only  of  the  accounting  period, 
for  that  part  of  the  accounting  period.® 

(3)  For  the  purposes  of  this  section  capital  shall  be  taken  to  be 
increased  or  decreased,  as  the  case  may  be,  where  the  pre-war  stan- 
dard of  profits  is  a  profits  standard,  if  the  capital  employed  in  the 
trade  or  business  exceeds  or  is  less  than  the  average  amount  of  capi- 
tal employed  during  the  pre-war  trade  years  or  year  by  reference  to 

6C/.  Finance  Act,  1916,  sees.  47  (d),  55,  infra,  p.  195. 

7  Finance  Act,  1916,  sec.  47  (c),  infra,  p.  195;  Finance  Act,  1917,  sec.  26 
(1),  infra,  p.  203.. 

8  Cf.  Finance  Act,  1917,  sec.  26  (2),  infra,  p.  203. 
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which  the  profits  standard  has  been  arrived  at,  and,  where  the  pre- 
war standard  of  profits  is  a  percentage  standard,  if  the  capital  ex- 
ceeds or  is  less  than  the  capital  on  which  the  percentage  standard  has 
been  calculated. 

(4)  Where  any  capital  employed  in  a  trade  or  business  which  was 
so  employed  for  the  first  time  within  three  years^  before  the  first  day 
of  August  nineteen  hundred  and  fourteen  has  only  commenced  to  be 
remunerative  or  fully  remunerative  in  the  accounting  period,  an  amount 
equal  to  the  statutory  percentage,  or  where  interest  has  been  earned 
on  the  capital,  but  at  a  rate  less  than  the  statutory  percentage,  an 
amount  which  would  bring  the  interest  earned  on  the  capital  up  to 
the  statutory  percentage,  as  the  case  may  be,  shall  be  added  to  the 
profits  standard. 

42.  Reference  to  the  Board  of  Referees  of  questions  as  to  increase 
of  pei-centages,  &c. — Where  an  application  is  made  to  the  Commis- 
sioners of  Inland  Revenue — 

(1)  For   an  increase  of  the   statutory   percentage   as   respects   any 

class  of  trade  or  business,  or  for  a  calculation  of  the  per- 
centage standard  in  the  case  of  any  class  of  trade  or  busi- 
ness in  which  the  amount  of  capital  actually  employed  in  the 
trade  or  business  is,  owing  to  the  nature  of  the  trade  or  busi- 
ness, small  compared  with  the  capital  necessarily  at  stake  for 
that  trade  or  business,  by  reference  to  some  factor  other  than 
the  capital  of  the  trade  or  business  or  to  some  additional 
factor ;  or 

(2)  For  an  alteration  of  the  pre-war  standard  of  profits  as  respects 

capital  employed  for  the  purpose  of  the  manufacture  of  war 
materials  or  for  munitions  work  and  which  could  not  be  ex- 
pected to  be  remunerative  or  M'holly  remunerative,  except  in 
time  of  war,  in  a  business  which  has  been  wholly  or  mainly 
carried  on  for  those  purposes ; 
the   Commissioners,  unless   they   are   of   opinion   that  the   application 
is  frivolous  or  vexatious  or   relates  to  matters   already  decided  by   a 
Board  of  Referees,  shall  refer  the  case  to  a  Board  of  Referees  to  be 
appointed  for  the  purpose  of  this  Part  of  this  Act  by  the  Treasury, 
and  that  Board  shall  deal  with  the  case,  and  may,  by  order,  if  they 
think   fit,   increase   the   statutory   percentage   or   alter   the   percentage 
standard  for  the  class  of  trade  or  business  the  subject  of  the  order, 
or  alter  the  pre-war  standard  of  profits,  as  the  case  requires.^" 

On  any  such  order  being  made,  this  Part  of  this  Act  shall  have  effect 
as  from  the  date  named  in  the  order  as  if  the  percentage  or  standard 
named  in  the  order  was  substituted  for  the  percentage  or  standard 
fixed  by  this  Act;  and  where,  in  pursuance  of  any  such  order,  the 
statutory  percentage  is  increased  or  the  percentage  standard  is  altered 
as  respects  any  class  of  trade  or  business,  the  statutory  percentage 
shall  be  increased  and  the  percentage  standard   shall  be   altered  re- 

sC/.  Finance  Act,  1917,  sec.  26   (7),  infra,  p.  204. 
10  Cf.  Finance  Act,  1917,  sec.  25,  infra,  p.  202. 
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spectively  for  all  purposes  of  this  Part  of  this  Act  as  respects  any 
trade  or  business  belonging  to  that  class. 

This  section  shall  apply  to  any  subdivision  of  a  trade  or  business 
based  either  on  any  special  feature  of  the  trade  or  business  or  on  lo- 
cality as  it  applies  to  a  class  of  trade  or  business,  in  any  case  where 
the  Board  of  Referees  are  of  ojjinion  that  the  subdivision  can  properly 
be  dealt  with  separately. 

43.  Excess  nmieral  rights  duty. —  (1)  Where  the  amount  payable  to 
any  person  as  rent  in  respect  of  the  right  to  work  minerals  or  of  any 
mineral  wayleaves  (in  cases  where  the  right  to  work  the  minerals  and 
the  mineral  wayleaves  are  not  part  of  the  assets  of  any  trade  or  busi- 
ness) ^^  varies  according  to  the  price  of  the  minerals,  and  the  amount 
so  payable  in  respect  of  any  working  year  ending  on  any  date  after 
the  commencement  of  the  present  war  (in  this  section  referred  to  as 
the  accounting  year)  exceeds  the  pre-war  standard  of  that  rent,  there 
shall  be  paid  as  an  addition  to  any  mineral  rights  duty  payable  or 
paid,  either  directl}"^  or  by  deduction,  by  reference  to  the  amount  of 
the  rent  paid  in  that  working  year,  by  that  person  (in  this  section  re- 
ferred to  as  the  person  liable)  an  amount  equal  to  fifty  per  cent  of 
that  excess.^" 

(2)  The  pre-war  standard  of  rent  shall,  for  the  purposes  of  this 
section,  be  taken  to  be  the  average  of  any  two  of  the  three  last  pre- 
war rent  values,  to  be  selected  by  the  taxpayer,  and  in  cases  where 
the  minerals  have  not  been  worked  or  the  wayleaves  have  not  been  let 
throughout  the  three  years  by  reference  to  which  the  three  last  pre- 
war rent  values  are  to  be  calculated,  or  for  any  other  reason  there 
are  no  proper  data  for  ascertaining  the  pre-war  rent  values,  shall  be 
taken  to  be  such  amount  as  may  be  fixed  by  the  Commissioners  of 
Inland  Revenue,  having  regard  to  the  data  afforded  by  the  working 
and  price  of  minerals  in  like  circumstances,  subject  nevertheless  to 
the  same  appeal  as  that  to  which  the  assessment  of  duty  by  the  Com- 
missioners is  subject  under  Part  I.  of  the  Finance  (1909-10)  Act, 
1910. 

The  pre-war  rent  value  shall,  as  respects  each  of  the  three  years 
immediately  preceding  the  first  accounting  year,  be  taken  to  be  the 
sum  to  which  the  rent  for  the  accounting  year  would  amount  if  the 
rent,  so  far  as  variable  according  to  price,  were  based  on  the  average 
prices  governing  the  payment  of  the  rent  in  that  year. 

(3)  Any  amount  payable  in  any  accounting  year  by  the  lessee  of 
minerals  or  wayleaves  to  a  superior  lessor  as  rent  in  respect  of  the 
minerals  or  wayleaves  shall  be  treated  as  a  deduction  from  the  amount 
payable  to  the  lessee  as  rent  for  that  year,  and  in  computing  the 
pre-war  rent  values  a  corresponding  deduction  shall  be  made  on  ac- 
count of  any  such  rent. 

(4)  Any  increment  value  duty  payable  annually  under  section 
twenty-two   of  the   Finance    (1909-10)    Act,    1910,   shall,   when   paid, 

11  C/.  Finance  Act,  1916,  sec.  46   (2),  infra,  p.  194. 

12  Finance  Act,  1916,  sec.  46,  infra,  p.  194;  Finance  Act,  1917,  sec.  21, 
infra,  p.  200;  Finance  Act,  1919,  sec.  33,  infra,  p.  210;  Finance  Act,  1920, 
sec.  41,  infra,  p.  212. 
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be  treated  as  a  deduction  from  the  rent  payable  to  any  person  in  the 
year  in  which  the  duty  is  paid,  and  a  corresponding  deduction  shall  be 
made  in  computing  the  pre-war  standard  with  which  the  rent  for  that 
year  is  to  be  compared. 

(5)  Any  duty  payable  under  this  section  shall  be  assessed  by  the 
Commissioners  of  Inland  Revenue  on  the  person  liable,  subject  to  the 
same  appeal  as  that  to  which  an  assessment  of  duty  by  the  Commis- 
sioners under  Part  I  of  the  Finance  (1909-10)  Act,  1910,  is  sub- 
ject, and  shall  be  recoverable  as  a  debt  due  to  His  Majesty  from 
that  person. 

(6)  Subsection  (3)  of  section  twenty  of  the  Finance  (1909-10) 
Act,  1910,  shall  extend  so  as  to  authorise  particulars  to  be  required 
of  any  lease  of  minerals  or  wayleaves  and  as  to  the  sums  paid  or 
payable  thereunder,  and  of  such  other  particulars  as  to  the  minerals 
or  wayleaves  as  the  Commissioners  may  require  for  the  purpose  of 
this  section. 

(7)  Expressions  to  which  a  special  meaning  is  attached  by  Part  I 
of  the  Finance  (1909-10)  Act,  1910,  shall  have  the  same  meaning  in 
this  section. 

44.  Returns  for  purpose  of  Part  III  and  penalty  for  fictitious  trans- 
actions.— (1)  The  Commissioners  of  Inland  Revenue  may,  for  the 
purposes  of  this  Part  of  this  Act,  require  any  person  engaged  in  any 
trade  or  business  to  which  this  Part  of  this  Act  applies,  or  who  was 
so  engaged  during  any  accounting  period  or  pre-war  trade  year,  to 
furnish  them  within  two  months  after  the  requirement  for  the  return 
is  made,  with  returns  of  the  profits  of  the  trade  or  business  during  the 
accounting  period  or  pre-war  trade  years  and  such  other  particulars 
in  connection  with  the  trade  or  business  as  the  Commissioners  may 
require. ^^ 

(2)  It  shall  be  the  duty  of  every  person  chargeable  to  excess  profits 
duty  under  this  Part  of  this  Act  to  give  notice  that  he  is  chargeable 
to  the  Commissioners  of  Inland  Revenue  before  the  thirty-first  day 
of  January  nineteen  hundred  and  sixteen,  and  it  shall  be  the  duty 
of  the  liquidator  of  every  company  which  is  being  wound  up  at  the 
time  of  the  commencement  of  this  Act  or  is  wound  up  after  the  com- 
mencement of  this  Act,  and  is  chargeable  to  excess  profits  duty,  to 
give  notice  of  the  fact  to  the  Commissioners  of  Inland  Revenue. 

If  any  person  fails  to  furnish  a  proper  return  in  accordance  with 
this  section  or  to  comply  with  any  requirement  of  the  Commissioners 
under  this  section,  or  to  give  any  notice  required  by  this  section,  he 
shall  be  liable  on  summary  conviction  to  a  fine  not  exceeding  one 
hundred  pounds  and  to  a  further  fine  not  exceeding  ten  pounds  a 
day  for  every  day  during  which  the  offence  continues  after  conviction 
therefor. 

(3)  A  person  shall  not,  for  the  purpose  of  avoiding  the  payment  of 
excess  profits  duty,  enter  into  any  fictitious  or  artificial  transaction  or 
carry  out  any  fictitious  or  artificial  operation,  and,  if  he  has  entered 

13  C/.  Finance  Act,  1916,  sec.  '47   (c),  infra,  p.   195. 
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into  any  such  transaction  or  carried  out  any  such  operation  before 
the  commencement  of  this  Act,  shall  inform  the  Commissioners  of  In- 
land Revenue  of  the  nature  of  the  transaction  or  operation. 

If  any  person  acts  in  contravention  of,  or  fails  to  comply  with,  this 
provision,  he  shall  be  liable  on  summary  conviction  to  a  fine  not  ex- 
ceeding one  hundred  pounds. 

45.  Supplemental  provisions  as  to  excess  profits  duty. —  (1)  The 
excess  profits  duty  shall  be  assessed  by  the  Commissioners  of  Inland 
Revenue,  and  shall  be  payable  at  any  time,  not  being  less  than  two 
months,  after  it  is  assessed. 

The  Commissioners  may,  in  any  case  where  they  think  fit,  allow 
the  duty  to  be  paid  in  instalments  of  such  amount  payable  at  such 
times  as  the  Commissioners  direct. 

(2)  The  duty  may  be  assessed  on  any  person  for  the  time  being 
owning  or  carrying  on  the  trade  or  business  or  acting  as  agent  for 
that  person  in  carrying  on  the  trade  or  business,  or,  where  a  trade  or 
business  has  ceased,  on  the  person  who  owned  or  carried  on  the  trade 
or  business  or  acted  as  agent  in  carrying  on  the  trade  or  business 
immediately  before  the  time  at  which  the  trade  or  business  ceased, 
and  where  there  has  been  a  change  of  ownership  of  the  trade  or  busi- 
ness, the  Commissioners  of  Inland  Revenue  may,  if  they  think  fit,  take 
the  accounting  period  as  the  period  ending  on  the  date  on  which  the 
ownership  has  so  changed  and  assess  the  duty  on  the  person  who 
owned  or  carried  on  the  trade  or  business  or  acted  as  agent  for  the 
person  carrying  on  the  trade  or  business  at  that  date. 

(3)  The  amount  of  duty  payable  shall  be  recoverable  as  a  debt  due 
to  His  Majesty  from  the  person  on  whom  it  is  assessed. 

Any  such  amount  shall  if  it  is  less  than  fifty  pounds  be  recoverable 
also  summarily  as  a  civil  debt. 

(4)  Where  a  company  is  wound  up  after  the  commencement  of  this 
Act,  and  before  the  first  day  of  July,  nineteen  hundred  and  sixteen, 
and  the  company  would  be  chargeable  with  excess  profits  duty  if  the 
provisions  of  this  Act  were  continued  and  extended  to  accounting 
periods  ending  before  the  first  day  of  July,  nineteen  hundred  and 
sixteen,  it  shall  be  the  duty  of  the  liquidator  of  the  company  to  give 
notice  to  the  Commissioners  of  Inland  Revenue,  and  to  set  aside  such 
sum  out  of  the  assets  of  the  company  as  appears  to  the  Commissioners 
of  Inland  Revenue  to  be  sufficient  to  provide  for  any  such  excess 
profits  duty  as  may  become  chargeable. 

(5)  Any  person  who  is  dissatisfied  with  the  amount  of  any  assess- 
ment made  upon  him  by  the  Commissioners  of  Inland  Revenue  under 
this  Part  of  this  Act  may  (except  in  cases  where  a  special  right  of 
appeal  is  given  under  this  Part  of  this  Act)  appeal  to  the  general 
Commissioners  for  the  division  in  which  he  is  assessed,  or  to  the 
special  Commissioners,  and  those  Commissioners  shall  have  poAver  on 
any  appeal,  if  they  think  fit,  to  summon  witnesses  and  examine  them 
upon  oath.^* 

14  Finance  Act,  1916,  sec.  47  (b),  infra,  p.  195;  Finance  Act,  1917,  sec. 
22  (2),  infra,  p.  201;  Finance  Act,  1918,  sec.  35  (3),  infra,  p.  209. 
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The  power  under  sections  twenty-one  and  twenty-two  of  the  In- 
come Tax  Act,  1853,  to  require  an  appeal  in  Ireland  to  the  special 
Commissioners  to  be  reheard  by  the  county  court  judge,  or  chairman 
of  quarter  sessions,  or  recorder,  shall  apply  to  an  appeal  in  Ireland 
under  this  provision. 

Section  fifty-nine  of  the  Taxes  Management  Act,  1880  (which  re- 
lates to  the  statement  of  a  case  on  a  point  of  law),  shall  apply  with 
the  necessary  modifications  in  the  case  of  any  appeal  to  the  general 
or  special  Commissioners  under  this  section,  or  of  the  rehearing  of 
any  such  appeal  in  Ireland,  and  in  the  case  of  a  reference  to  the 
Board  of  Referees  under  this  Part  of  this  Act,  as  it  applies  in  the  case 
of  appeals  to  the  general  or  special  Commissioners  under  the  Income 
Tax  Acts. 

(6)  The  duty  assessed  by  the  Commissioners  of  Inland  Revenue 
shall  be  payable  notwithstanding  any  appeal  under  this  section  ex- 
cept in  cases  where  the  Commissioners  of  Inland  Revenue  direct  to 
the  contrary,  but  the  Commissioners  shall  make  such  repayments,  if 
any,  as  are  necessary  to  give  effect  to  any  decision  on  appeal  as  soon 
as  possible  after  such  decision  has  been  given. 

(7)  The  Commissioners  of  Inland  Revenue  may  make  regulations 
with  respect  to  the  assessment  and  collection  of  the  excess  profits 
duty  and  the  hearing  of  appeals  under  this  section,  and  may  by  those 
regulations  apply  and  adapt  any  enactments  relating  to  the  assess- 
ment and  collection  of  income  tax,  or  tlae  hearing  of  appeals  as  to  in- 
come tax  by  the  general  or  special  Commissioners^  which  do  not  other- 
wise apply. 

(8)  All  Commissioners  and  other  persons  employed  for  any  pur- 
pose in  connection  with  the  assessment  or  collection  of  excess  profits 
duty  shall  be  subject  to  the  same  obligations  as  to  secrecy  with  re- 
spect to  excess  profits  duty  as  those  persons  are  subject  to  with  re- 
spect to  income  tax,  and  any  oath  taken  by  any  such  person  as  to 
secrecy  with  respect  to  income  tax  shall  be  deemed  to  extend  also  to 
secrecy  with  respect  to  excess  profits  duty.^^ 


FOURTH  SCHEDULE 
Part  I. — Computation  of  Profits 

1.  The  profits  shall  be  taken  to  be  the  actual  profits  arising  in  the 
accounting  period;  and  the  principle  of  comjDuting  profits  by  refer- 
ence to  any  other  year  or  an  average  of  years  shall  not  be  followed. 

2.  The  principle  of  the  Income  Tax  Acts  under  which  deductions 
are  not  allowed  for  interest  on  money  borrowed  for  the  purpose  of  the 
trade  or  business,  or  for  rent,  or  royalties,  or  for  other  payments  in- 
come tax  on  which  is  collected  at  the  source  (not  being  payments  of 
dividends  or  payments  for  the  distribution  of  profits),  and  under 
which  profits  or  gains  arising  from  lands,  tenements,  or  hereditaments 

15  C/.  Finance  Act,  1917,  sec.  23  (3),  infra,  p.  201. 
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forming  part  of  tlie  assets  of  tlie  trade  or  business  are  excluded  shall 
not  be  followed. 

3.  Deductions  for  wear  and  tear  or  for  any  expenditure  of  a  capi- 
tal nature  for  renewals,  or  for  the  development  of  the  trade  or  busi- 
ness or  otherwise  in  respect  of  the  trade  or  business,  shall  not  be  al- 
lowed except  such  as  may  be  allowed  under  the  Income  Tax  Acts, 
and  if  allowed  shall  be  only  of  such  amount  as  appears  to  the  Com- 
missioners of  Inland  Revenue  to  be  reasonably  and  joroperly  attribut- 
able to  the  3'ear  or  accounting  period.^ 

4.  Deductions  shall  not  be  allowed  on  account  of  the  liability  to 
pay,  or  the  payment  of,  income  tax  or  excess  profits  duty,  but  a  de- 
duction shall  be  allowed  (if  not  otherwise  allowed  by  means  of  the 
adoption  of  the  principle  of  the  Income  Tax  Acts)  for  any  sum  which 
has  been  paid  in  respect  of  the  profits  on  account  of  any  excess 
profits  duty  or  similar  duty  imposed  in  any  country  outside  the  United 
Kingdom. - 

5.  Any  deduction  allowed  for  the  remuneration  of  directors,  man- 
agers, and  persons  concerned  in  the  management  of  the  trade  or  busi- 
ness shall  not,  unless  the  Commissioners  of  Inland  Revenue,  owing 
to  any  special  circumstances  or  to  the  fact  that  the  remuneration  of 
any  managers  or  managing  directors  depends  on  the  profits  of  the 
trade  or  business,  otherwise  direct,  exceed  the  sums  allowed  for  those 
purposes  in  the  last  pre-war  trade  year  or  a  proportionate  part  thereof 
as  the  case  requires,  and  no  deduction  shall  be  allowed  in  respect  of 
any  transaction  or  operation  of  any  nature,  where  it  appears,  or  to  the 
extent  to  which  it  appears,  that  the  transaction  or  operation  has  arti- 
ficially reduced  the  amount  to  be  taken  as  the  amount  of  the  profits 
of  the  trade  or  business  for  the  purposes  of  this  Act.^ 

6.  Where  any  company,  either  in  its  own  name  or  that  of  a  nominee, 
owns  the  whole  of  the  ordinary  capital  of  any  other  company  carrying 
on  the  same  trade  or  business  or  so  much  of  that  capital  as  under  the 
general  law  a  single  shareholder  can  legally  own,  the  provisions  of 
Part  III.  of  this  Act  as  to  excess  profits  duty  and  the  pre-war  stan- 
dard of  profits  shall  apply  as  if  that  other  company  were  a  branch  of 
the  first-named  company  and  the  profits  of  the  two  companies  shall 
not  be  separately  assessed.* 

7.  Where  in  the  case  of  any  trade  or  business — 

(a)  the  percentage  standard  is  adopted  as  the  pre-war  standard 
of   profits ;    and 

(b)  the  net  result  of  the  trade  or  business  during  the  three  last 
pre-war  trade  years  has  shown  a  loss ;  and 

(c)  any  part  of  the  profits  has  been  applied  in  extinction  of  that 
loss; 

1  Cf.  Finance  Act,  1916,  sec.  39,  infra,  p.  193. 

2(7/.  Finance  Act,  1917,  sec.  23  (2),  infra,  p.  201. 

3(7/.  Finance  Act,  1916,  sec.  49,  infra,  p.  196. 

iCf.  Finance  Act,  1916,  sec.  47  (e),  infra,  p.  195  et  seq. 
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then  in  estimating  the  profits  a  deduction  shall  be  allowed  equal  to 
the  amount  of  profits  so  applied.^ 

8.  In  estimating  the  profits  no  account  shall  be  taken  of  income 
received  from  investments  except  in  the  case  of  life  assurance  busi- 
nesses and  businesses  where  the  principal  business  consists  of  the 
making  of  investments.     Where  account  is  taken  of  any  such  income — 

(a)  any  variation  in  the  value  of  any  of  those  investments  which 
appears  to  the  Commissioners  of  Inland  Revenue  not  to  be  due 
to  a  variation  in  profits  shall  also  be  taken  into  account;  and 

(6)  where  the  income  has  been  derived  from  profits  in  respect  of 
which  any  payment  or  repayment  of  excess  profits  duty  has 
been  made  under  this  Act,  such  deduction  or  addition  shall  be 
made  in  computing  the  profits  as  will  make  proper  allowance 
for  that  payment  or  repayment  of  duty. 

9.  In  computing  the  total  profits  of  a  local  authority  from  any 
trades  or  businesses  carried  on  by  that  authority  the  total  amount 
which  is  required  to  be  raised  by  them,  out  of  the  rates  or  otherwise, 
for  sinking  fund  purposes  in  connection  with  those  trades  or  businesses 
shall  be  allowed  as  a  deduction. 

10.  In  the  case  of  societies  registered  under  the  Industrial  and 
Provident  Societies  Acts  the  excess  profits  duty  shall  be  charged  on 
the  sum  by  which  the  profits  per  member  for  the  accounting  period 
(including  any  surplus  arising  from  transactions  with  members)  ex- 
ceed the  like  profits  per  member  in  the  pre-war  trade  year  or  aver- 
age of  years  taken  as  the  basis  of  computation  for  the  purpose  of  the 
pre-war  standard  of  profits,  multiplied  by  the  number  of  members  in 
the  accounting  period.^ 

11.  In  the  case  of  any  contract  extending  beyond  one  accounting 
period  from  the  date  of  its  commencement  to  the  completion  thereof 
and  only  partially  performed  in  any  accounting  period  there  shall 
(unless  the  Commissioners  of  Inland  Revenue,  owing  to  any  special 
circumstances,  otherwise  direct)  be  attributed  to  each  of  the  account- 
ing periods  in  which  such  contract  was  partially  performed,  such  pro- 
portion of  the  entire  profits  or  loss  or  estimated  profits  or  loss  in  re- 
spect of  the  complete  performance  of  the  contract  as  shall  be  properly 
attributable  to  such  accounting  periods  respectively,  having  regard  to 
the  extent  to  which  the  contract  was  performed  in  such  periods. 

Part  II. — Pre-War  Standard 

1.  The  profits  of  any  pre-war  trade  year  shall  be  computed  on 
the  same  principles  and  subject  to  the  same  provisions  as  the  profits 
of  the  accounting  period  are  computed. 

2.  Where  the  accounting  period  for  which  the  excess  profits  duty 
is  to  be  assessed  is  less  than  a  year,  the  amount  of  the  pre-war  stan- 
dard of  profits  shall  be  proportionately  reduced. 

S.  Where  it  is  shown  to  the  satisfaction  of  the  Commissioners  of 

5C/.  Finance  Act,  1916,  sec.  50,  infra,  p.  197;  Finance  Act,  1918,  sec.  35 
(2),  (b),  infra,  p.  208. 
6  Cf.  Finance  Act,  1917,  sec.  26  (8),  infra,  p.  204. 
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Inland  Revenue  in  the  case  of  any  trade  or  business  that  the  three 
last  pre-war  trade  years  have  been  years  of  abnormal  depression,  any 
four  of  the  last  six  pre-war  trade  years  may  be  substituted  for  the 
purposes  of  the  pre-war  standard  of  profits  for  any  two  of  the  three 
last  pre-war  trade  years. 

The  three  last  pre-war  trade  years  shall  not  be  considered  as  years 
of  abnormal  depression  unless  the  average  profits  of  those  years  have 
been  at  least  twenty-five  per  cent  lower  than  the  average  profits  of 
the  preceding  three  years. 

4.  Where  owing  to  the  recent  commencement  of  a  trade  or  business 
there  have  not  been  three  pre-war  trade  years,  but  there  have  been 
two  pre-war  trade  years,  the  pre-war  standard  of  profits  shall  be 
taken  to  be  the  amount  of  the  profits  arising  from  the  trade  or  busi- 
ness on  the  average  of  those  two  years  or,  at  the  option  of  the  tax- 
payer, the  profits  arising  from  the  trade  or  business  during  the  last 
of  those  two  years,  and  where  there  have  not  been  two  pre-war  trade 
years,  but  there  has  been  one  pre-war  trade  year,  the  pre-war  standard 
of  profits  shall  be  taken  to  be  the  profits  arising  from  the  trade  or 
business  during  that  year;  and  where  there  has  not  been  one  pre-war 
trade  year,  the  pre-war  standard  of  profits'^  shall  be  taken  to  be  the 
statutory  percentage  on  the  average  amount  of  capital  employed  in 
the  trade  or  business  during  the  accounting  period. 

Where  the  trade  or  business  is  an  agency  or  business  of  a  nature 
involving  capital  of  a  comparatively  small  amount,  the  pre-war  stan- 
dard of  profits  shall  be  computed  by  reference  to  the  profits  arising 
from  any  trade,  business,  office,  employment  or  profession  of  any 
sort,  whether  liable  to  excess  profits  duty  or  not,  carried  on  by  the 
agent  or  other  person  before  his  new  trade  or  business  commenced 
as  if  it  was  the  same  trade  or  business ;  but  only  to  the  extent  to 
which  the  income  from  the  former  trade,  business,  office,  employment 
or  profession  has  been  diminished. 

5.  Where  since  the  commencement  of  the  three  last  pre-war  trade 
years  a  trade  or  business  has  changed  ownership,  the  provisions  of  this 
Part  of  this  Schedule  shall  apply  as  if  a  new  trade  or  business  had 
been  commenced  on  the  change  of  ownership,  except  in  cases  when 
the  taxpayer  makes  an  application  that  the  provisions  of  Part  III  of 
this  Act  and  this  Schedule  should  apply  as  if  the  trade  or  business 
had  not  changed  ownership,  but  in  that  case  such  modifications  (if 
any)  shall  be  made  in  the  application  of  this  Schedule  as  may  be 
necessary  to  make  the  basis  on  which  the  profits  standard  is  computed 
the  same  as  that  on  which  the  profits  of  the  accounting  period  are 
computed. 

6.  It  is  hereby  declared  that,  where  any  business  or  trade  is  con- 
fined to  the  management  of  any  particular  assets,  but  power  exists 
to  substitute  other  assets  for  those  particular  assets  or  any  of  them, 

7  The  statutory  percentage  as  used  in  this  paragraph  was  increased  in  1917 
from  6  and  7  per  cent  to  9  and  11  per  cent,  the  higher  rate  in  each  case  being 
allowed  to  partnerships  and  individuals.  Finance  Act,  1917,  sec.  26  (1  &  2), 
infra,  p.  203. 
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such  a  substitution  shall  not  be  deemed,  for  the  purposes  of  Part  III 
of  this  Act,  to  constitute  a  change  of  ownership  of  the  business  but, 
where  any  such  substitution  has  been  carried  out  by  the  sale  of  assets 
and  the  purchase  of  other  assets,  the  capital  of  the  trade  or  business 
shall  be  taken  to  be  increased  or  decreased,  as  the  case  may  be^  only 
by  the  amount  of  the  difference  between  the  price  of  the  assets  pur- 
chased and  the  price  obtained  for  the  assets  sold,  and  the  capital 
representing  the  assets  purchased  shall  be  estimated  on  the  same  basis 
for  all  the  purposes  of  Part  III.  of  this  Act.^ 

Part  III. — Capital 

1.  The  amount  of  the  capital  of  a  trade  or  business  shall^  so  far 
as  it  does  not  consist  of  money,  be  taken  to  be — 

(a)   so  far  as  it  consists  of  assets  acquired  by  purchase,  the  price 
at   which   those    assets   were   acquired,   subject   to    any   proper 
deductions    for  wear   and  tear   or   replacement,   or   for  unpaid 
purchase  money;  and 
(6)   so  far  as  it  consists  of  assets  being  debts  due  to  the  trade  or 
business,  the  nominal  amount  of  those  debts  subject  to  any  re- 
duction which  has  been  allowed  in  respect  to  those  debts   for 
income  tax   purposes ;   and 
(c)   so  far  as  it  consists  of  any  other  assets  which  have  not  been 
acquired    by    purchase,    the    value    of    the    assets    at    the    time 
when  they  became  assets   of  the  trade  or  business,  subject  to 
any   proper   deductions    for   wear   and   tear   or   replacement. 
Nothing   in    this    Part    of    this    Schedule    shall    prevent    accumulated 
profits  employed  in  the  business  being  treated  as  capital.^ 

2.  Any  capital  the  income  on  which  is  not  taken  into  account  for 
the  purposes  of  Part  I  of  this  Schedule,  and  any  borrowed  money  or 
debts,  shall  be  deducted  in  computing  the  amount  of  capital  for  the 
purposes  of  Part  III  of  this  Act. 

3.  Where  any  asset  has  been  paid  for  otherwise  than  in  cash,  the 
cost  price  of  that  asset  shall  be  taken  to  be  the  value  of  the  consider- 
ation at  the  time  the  asset  was  acquired,  but  where  a  trade  or  busi- 
ness has  been  converted  into  a  company  and  the  shares  in  the  com- 
pany are  wholly  or  mainly  held  by  the  person  who  was  owner  of  the 
trade  or  business,  no  value  shall  be  attached  to  those  shares  so  far 
as  they  are  represented  by  goodwill  or  otherwise  than  by  material 
assets  of  the  company  unless  the  Commissioners  of  Inland  Revenue 
in  special  circumstances  otherwise  direct.  Patents  and  secret  pro- 
cesses shall  be  deemed  to  be  material  assets. 


8C/.  Finance  Act,  1916,  sec.  47  (e),  infra,  p.  195. 
9  Cf.  Finance  Act,  1916,  sec.  52,  infra,  p.  197. 
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III,     Finance  Act,  1916 
(G  &  7  George  5.,  ch.  24,  19th  July  1916) 

Part  II. — Income  Tax 

********* 

39.  Repayment  of  income  tax  on  sums  deducted  from  profits  under 
Munitions  of  War  Act,  1915.     5,  <^'  6  Geo.  5.  c.  5Jf. — (1)   Where  in 
calculating  for  the  purposes  of  Part  II  of  the  Munitions  of  War  Act, 
1915,  the  profits  of  a  controlled  establishment  a  deduction  has  been 
allowed  under  that  Part  of  that  Act  or  rules  made  thereunder  in  re- 
spect of  exceptional  depreciation  or  obsolescence  of  buildings,  plant, 
or  machinery,  and  the  sums  so  deducted  have  not   been  deducted  or 
allowed   in   computing  the   amount  upon   which  income   tax   has   been 
paid  in  respect  of  those  profits,  there  shall  be  allowed  a  repayment 
of  income  tax  equal  to  the  amount  of  the  income  tax  at  the  rate  at 
which  that  tax  has  been  paid  on  the  amount  of  the  sums  so  deducted: 
Provided  that  the  repayment  of  income  tax  under  this  section — 
(a)    shall  be  made  in  respect  of  the  income  tax  year  which  includes 
the  end  of  the  period  of   assessment  in   respect  of   which   the 
said    deductions    have    been    allowed    under    the    jSIunitions    of 
War  Act,  1915;  and 
(h)   shall   be   deemed   to  have  effected   a   reduction   of  the   income 
tax    assessment    by    the    amount    upon    which    income    tax    has 
been  so  repaid. 
(2)   Any  application  for  relief  under  this  section  shall  be  made  to 
the  Commissioners  by  whom  the  income  tax  assessment  has  been  made, 
and  those  Commissioners  upon  proof  of  the  facts  to  their  satisfaction 
shall  certify  to  the  Commissioners  of  Inland  Revenue  the  sura  repay- 
able, and  the  Commissioners  of  Inland  Revenue  shall  cause  repayment 
to  be  made  accordingly.^ 

********* 

Part   III. — Excess   Profits   Duty 

45.  Continuance  and  increase  of  rate  of  excess  profits  duty. — 
(1)  The  Finance  (No.  2)  Act,  1915  (in  this  Part  of  this  Act  re- 
ferred to  as  the  principal  Act),  shall,  so  far  as  it  relates  to  excess 
profits  duty,  ^PPb'>  unless  Parliament  otherwise  determines,  to  any 
accounting  period  ending  on  or  after  the  first  day  of  July  nineteen 
hundred  and  fifteen  and  before  the  first  day  of  August  nineteen  hun- 
dred and  seventeen,  as  it  applies  to  accounting  periods  ended  after 
the  fourth  day  of  August  nineteen  hundred  and  fourteen  and  before 
the  said  first  day  of  July. 

(2)  Section  thirty-eight  of  the  principal  Act  shall,  as  respects 
excess  profits  arising  in  any  accounting  period  beginning  after  the 
expiration  of  a  year  from  the  commencement  of  the  first  accounting 
period,  have  effect  as  if  sixty  per  cent  of  the  excess  were  substituted 
as  the  rate  of  duty  for  fifty  per  cent  of  the  excess. 

iC/.  Finance  Act,  1917,  sec.  16  (1),  infra,  p.  198, 
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Where  part  of  an  accounting  period  is  after  and  part  before  the 
date  of  the  expiration  of  a  year  from  the  commencement  of  the  first 
accounting  period,  the  total  excess  profits  and  any  deficiencies  or 
losses  arising  in  the  accounting  period  shall  be  apportioned  between 
the  time  up  to  and  including,  and  the  time  after,  that  date  in  propor- 
tion to  the  length  of  those  times  respectively,  and  the  rate  attributable 
to  the  time  after  and  the  time  before  and  including  that  date  shall 
respectively  be  sixty  and  fifty  per  cent  of  the  excess. 

In  the  case  of  trades  or  businesses  commencing  after  the  fourth 
day  of  August  nineteen  hundred  and  fourteen,  the  rate  of  duty  shall 
be  sixty  per  cent  of  the  excess  in  respect  of  any  accounting  period 
ending  after  the  fourth  day  of  August  nineteen  hundred  and  fifteen. 

In  calculating  any  repayment  or  set  off  under  subsection  (3)  of 
section  thirty-eight  of  the  principal  Act  any  amount  to  be  repaid  or 
set  off  on  account  of  a  deficiency  or  loss  arising  in  any  period  in  re- 
spect of  which  duty  would  be  payable  at  the  rate  of  fifty  per  cent 
of  the  excess,  shall  be  calculated  by  reference  to  that  rate  of  duty. 

Any  additional  duty  payable  by  virtue  of  this  section  in  respect  of 
a  past  accounting  period  may  be  assessed  and  recovered  notwithstand- 
ing that  duty  has  already  been  assessed  in  respect  of  that  period, 

(3)  It  shall  be  the  duty  of  every  person  chargeable  to  excess 
profits  duty  under  Part  III  of  the  principal  Act,  as  extended  by  this 
Act,  if  he  has  not  previously  given  notice  of  his  liability  to  be  charged 
with  excess  profits  duty  in  respect  of  any  accounting  period,  to  give 
notice  to  the  Commissioners  of  Inland  Revenue  before  the  expiration 
of  two  months  after  the  termination  of  any  accounting  period  in  re- 
spect of  which  he  is  chargeable,  or,  if  the  accounting  period  termi- 
nated before  the  passing  of  this  Act,  within  one  month  after  the  pass- 
ing of  this  Act. 

If  any  person  fails  to  give  the  notice  required  by  this  provision 
he  shall  be  liable  on  summary  conviction  to  a  fine  not  exceeding  one 
hundred  pounds,  and  to  a  further  fine  not  exceeding  ten  pounds  a  day 
for  every  day  during  which  the  offence  continues  after  conviction 
therefor. 

46.  Increase  of  rate  of  excess  mineral  rights  duty. — (1)  Section 
forty-three  of  the  principal  Act  (which  relates  to  excess  mineral 
rights  duty)  shall  have  effect  as  if  sixty  per  cent  of  the  excess  were 
substituted  as  the  rate  of  duty  for  fifty  per  cent  of  the  excess,  in 
the  case  of  minerals  which  have  become  subject  to  a  mining  lease  after 
the  fourth  day  of  August  nineteen  hundred  and  fourteen  for  all  ac- 
counting years,  and  in  the  case  of  other  minerals  for  any  accounting 
year  ending  after  the  completion  of  the  first  accounting  year,  and  any 
additional  duty  may  be  recovered  accordingly. 

(2)  It  is  hereby  declared  that  the  words  in  subsection  (1)  of  sec- 
tion forty-three  of  the  principal  Act  "assets  of  any  trade  or  business" 
refer  only  to  assets  of  the  trade  or  business  of  the  person  receiving 
the  rent  for  the  right  to  work  the  minerals  or  for  the  mineral  way- 
leaves. 

47.  Computation  of  excess  profits  duty  in  case  of  sale  of  ships. — 


Appendix  A  195 

Where  any  ship  has  been  sold  since  the  fourth  day  of  August  nine- 
teen hundred  and  fourteen,  in  such  circumstances  that  the  profits  of 
the  sale  are  not  the  jirofits  of  a  trade  or  business,  the  following  special 
provisions  sliall,  if  the  Commissioners  of  Inland  Revenue  so  require, 
be  applied  in  the  computation  of  the  liability  to  excess  profits  duty 
in  respect  of  tlie  profits  arising  from  the  use  of  the  ship: — 

(a)  The  pre-war  standard  of  profits  of  the  purchaser  as  respects 
the  ship  shall,  where  the  standard  of  the  trade  or  business  of 
the  vendor  is  a  profits  standard,  be  calculated  by  reference  to 
the  profits  arising  from  the  use  of  the  ship  during  the  pre- 
war trade  j'cars,  and  shall  be  ascertained  in  accordance  with 
the  provisions  of  the  principal  Act,  but  calculated,  where 
necessary,  as  if  the  use  of  the  ship  were  a  separate  business ; 
and  where  that  standard  is  a  percentage  standard  the  pre-war 
standard  of  profits  as  respects  the  ship  shall  be  the  same  as 
if  the  ship  had  not  been  sold,  or,  in  the  case  of  a  ship  which 
was  used  for  the  first  time  after  the  fourth  day  of  August, 
nineteen  hundred  and  fourteen,  shall  be  calculated  by  refer- 
ence to  the  capital  represented  by  the  ship  at  the  date  when 
it  was  first  used;  and  the  pre-war  standard  of  profits  of  the 
trade  or  business  of  the  vendor  and  of  the  purchaser  shall 
respectively  be  reduced  and  increased  as  the  case  may  require, 
with  any  adjustments  which  may  be  necessary  to  meet  the  case 
of  borrowed  money  or  unpaid  purchase  money  or  other  simi- 
lar matters: 

(b)  For  the  purpose  of  estimating  separately  the  profits  arising 
from  the  use  of  the  ship,  an  apportionment  shall,  where  neces- 
sary, be  made  of  the  total  profits  of  the  trade  or  business  in 
which  the  ship  has  been  used,  regard  being  had  to  the  earn- 
ings of  the  ship  as  compared  with  the  earnings  of  the  other  as- 
sets employed  in  the  trade  or  business: 

Any  appeal  under  subsection  (5)  of  section  forty-five  of  the 
principal  Act,  so  far  as  it  involves  any  question  of  an  appor- 
tionment under  this  provision,  shall  be  to  the  Special  Com- 
missioners: 

(c)  The  power  to  require  returns  under  subsection  (1)  of  section 
forty-four  of  the  principal  Act  shall  include  power  for  the 
Commissioners  of  Inland  Revenue  to  require  any  vendor  of 
the  ship  to  give  such  information  to  them  and  to  the  purchaser 
as  the  Commissioners  think  necessary  in  order  to  enable  the 
provisions  of  this  section  to  be  carried  into  effect. 

(d)  Nothing  in  subsection  (3)  of  section  forty  of  the  principal  Act 
or  in  paragraph  3  of  Part  I  of  the  Fourth  Schedule  to  the 
principal  Act  shall  operate  so  as  to  enable  the  purchaser  of 
the  ship  to  obtain  any  greater  relief  than  could  have  been  ob- 
tained by  the  vendor  if  the  ship  had  not  been  sold,  other  than 
relief  in  connection  with  expenditure  by  the  purchaser  on  im- 
provements or  repairs: 

(e)  In  the   application   of  section   forty-one  of  the  principal   Act 
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to  any  trade  or  business  whose  pre-war  standard  of  profits 
has  been  determined  or  adjusted  under  this  section  any  increase 
or  decrease  of  cajaital  attributable  to  the  purchase  or  sale  of 
the  ship  shall  be  disregarded,  and  where  any  such  determina- 
tion or  adjustment  has  taken  place  both  in  respect  of  the  sale 
of  a  ship  and  the  purchase  of  another  ship  for  the  same  trade 
or  business,  paragraph  6  of  Part  II  of  the  Fourth  Schedule 
to  the  principal  Act  shall  not  apply. 

48.  Adjustment  of  excess  profits  duty  and  munitions  Exchequer 
payments  in  case  of  controlled  establishments. — (1)  The  Commis- 
sioners of  Inland  Revenue  may  treat  any  sums  actually  paid  in  re- 
spect of  munitions  Exchequer  payments,  which  appear  to  the  Commis- 
sioners to  be  attributable  to  the  same  period  and  subject  matter  as 
that  for  which  excess  profits  duty  is  to  be  paid,  as  a  payment  on  ac- 
count of  excess  profits  duty,  or,  if  the  amount  of  the  munitions  Ex- 
chequer payments  is  larger  than  the  amount  payable  as  excess  profits 
duty,  as  extinguishing  the  duty  for  the  purposes  of  collection;  and 
may  arrange  with  the  INIinister  of  Munitions,  if  in  any  case  excess 
profits  duty  is  paid  before  the  munitions  Exchequer  payment,  for  the 
deduction  of  excess  profits  duty  payments  from  any  sums  to  be  col- 
lected in  respect  of  munitions  Exchequer  payments  which  appear  to 
the  Commissioners  to  be  attributable  to  the  same  period  and  subject 
matter  as  that  for  which  the  excess  profits  duty  payments  have  been 
made,  or,  if  the  amount  of  the  excess  profits  duty  payments  is  greater 
than  the  amount  to  be  collected  on  account  of  munitions  Exchequer 
payments,  for  the  extinction  of  the  amount  to  be  so  collected. 

For  the  purpose  of  determining  the  period  to  which  any  profits 
are  to  be  attributed  under  this  section,  profits  shall  be  deemed  to 
accrue  from  day  to  day  at  a  uniform  rate. 

(2)  Any  excess  profits  duty  and  any  munitions  Exchequer  pay- 
ments which  are  remitted  under  this  section  for  the  purpose  of  col- 
lection shall  not  be  deemed  to  have  been  paid  for  the  purposes  of 
section  thirty-five  of  the  principal  Act  (which  relates  to  computation 
of  profits  and  gains  in  relation  to  excess  profits  duty)  as  extended 
by  this  Act. 

(3)  Deductions  shall  not  be  allowed  on  account  of  munitions  Ex- 
chequer payments  in  computing  profits  for  the  purpose  of  excess 
profits  duty. 

49.  Provisions  as  to  directors'  fees. — (1)  Where  the  pre-war  stan- 
dard of  profits  is  taken  to  be  the  percentage  standard  or  is  calculated 
by  reference  to  the  statutory  percentage  in  the  case  of  any  trade  or 
business  owned  or  carried  on  by  a  company  or  other  body  corporate 
whose  directors  have  a  controlling  interest,  the  Commissioners  of  In- 
land Revenue  may,  if  they  think  fit,  as  respects  any  accounting 
period,  including  a  past  accounting  period,  for  the  purpose  of  the 
provisions  relating  to  the  statutory  percentage  and  for  the  purpose 
of  the  determination  and  computation  of  profits  under  Part  I  of  the 
Fourth  Schedule  to  the  principal  Act,  treat  the  company  or  body  cor- 
porate as  if  it  were  a  firm  and  not  a  company  or  body  corporate  and 
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the  directors  or  any  of  them  as  if  they  were  partners  in  the  firm. 

(2)  If  as  respects  any  accounting  period  ending  on  or  after  the 
first  day  of  July  nineteen  hundred  and  fifteen,  the  Commissioners  of 
Inland  Revenue  refuse  to  allow  a  deduction  in  respect  of  any  increase 
in  the  remuneration  of  directors  of  any  trade  or  business,  and  the  tax- 
payer is  required  to  pay  excess  profits  duty  in  respect  of  the  disal- 
lowed deduction,  the  taxpayer  shall  be  entitled  to  recover  from  any 
such  director  the  amount  which  the  taxpayer  has  paid  by  way  of 
excess  profits  duty  in  respect  of  the  increase ;  but  any  amount  so  re- 
covered shall,  unless  the  Commissioners  otherwise  direct,  be  treated 
as  excess  profits  duty  paid  by  the  director  from  whom  it  is  recovered 
and  not  as  excess  profits  duty  paid  by  the  taxpayer. 

(3)  In  this  section,  the  expression  "directors"  includes  any  man- 
agers or  persons  concerned  in  the  management  of  the  trade  or  business 
who  are  remunerated  out  of  the  funds  of  the  trade  or  business. 

50.  Further  provision  as  to  profits  applied  in  extinction  of  previous 
losses. — Paragraph  7  of  Part  I  of  the  Fourth  Schedule  of  the  princi- 
pal Act  (which  allows  deductions  to  be  made  in  respect  of  profits  ap- 
plied in  extinction  of  losses)  shall  apply  to  a  case  where  the  capital 
account  of  any  trade  or  business  shows  a  debit  balance  as  it  applies 
to  a  case  where  the  percentage  standard  is  adopted  as  the  pre-war 
standard  of  profits. 

51.  Provision  as  to  accounting  period. — It  is  hereby  declared  that, 
for  the  purpose  of  sub-section  (2)  of  section  thirty-eight  of  the  prin- 
cipal Act,  any  period  for  which  the  books  of  a  trade  or  business  have 
been  actually  made  up  for  any  interim  or  other  purpose  in  such  a 
manner  that  the  profits  for  that  period  can  be  readily  ascertained  is 
(without  prejudice  to  the  powers  of  the  Commissioners  of  Inland 
Revenue  under  that  provision)  to  be  taken  as  an  accounting  period, 
notwithstanding  that  under  the  articles  of  association  of  the  company 
carrying  on  the  trade  or  business  or  under  any  other  regulations  af- 
fecting the  carrying  on  of  the  trade  or  business  the  accounts  are  also 
required  to  be  made  up  for  some  other  period,  and  notwithstanding 
that  such  accounts  are  not  issued. 

52.  Provision  as  to  accumulating  profits. — It  is  hereby  declared 
that,  for  the  purpose  of  excess  profits  duty,  profits  of  any  trade  or 
business  arising  and  accumulating  during  any  accounting  period  are 
not,  during  that  period,  to  be  treated  as  accumulated  profits  within 
the  meaning  of  Part  III  of  the  Fourth  Schedule  to  the  principal  Act, 
or  as  capital  employed  in  the  trade  or  business. 

53.  Application  of  section  35  of  the  Finance  (No.  2)  Act,  1915,  to 
munitions  Exchequer  payments. — Section  thirty-five  of  the  principal 
Act  (which  relates  to  the  computation  of  profits  and  gains  for  the 
purpose  of  income  tax  in  relation  to  excess  profits  duty)  shall  apply 
to  sums  actually  paid  in  respect  of  munitions  Exchequer  payments 
as  it  applies  to  excess  profits  duty,  except  that  the  relief  to  the  tax- 
payer under  subsection  (2)  of  that  section  shall  in  all  cases  be  given 
by  means  of  repayment  and  not  by  deduction. 
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54.  Deposit  of  sums  for  payment  of  excess  profits  duty. — Any  per- 
son may  deposit  with  the  Commissioners  of  Inland  Revenue  any  sums 
for  the  purpose  of  satisfying  any  excess  profits  duty  which  may 
thereafter  become  payable  by  him ;  and  sums  so  deposited  shall  be 
applied  in  payment  of  any  such  duty  as  and  when  it  becomes  pay- 
able. 

In  calculating  the  amount  to  be  so  applied  in  payment  of  duty  in- 
terest shall  be  allowed  at  such  rate  as  may  for  the  time  being  be  de- 
termined by  the  Treasury. 

55.  Amendment  of  section  Jfi  (5)  of  the  principal  Act. — Subsection 
(3)  of  section  forty  of  the  principal  Act  (which  provides  amongst 
other  things  for  the  reference  of  certain  matters  for  the  decision  of  a 
board  of  referees)  shall,  where  the  application  for  such  a  reference 
is  made  in  respect  of  a  trade  or  business  carried  on  in  a  controlled 
establishment  within  the  meaning  of  Part  II  of  the  Munitions  of  War 
Act,  1915,  and  relates  to  an  accounting  period  during  any  part  of 
which  the  establishment  has  been  so  controlled,  and  to  the  postpone- 
ment or  suspension  of  renewals  or  repairs,  or  to  exceptional  depre- 
ciation or  obsolescence  of  assets,  or  to  the  necessity  in  connexion  with 
the  present  war  of  providing  plant,  have  effect  as  though  a  referee 
or  board  of  referees  appointed  or  designated  by  the  Minister  of  Muni- 
tions for  the  purpose  were  substituted  for  the  board  of  referees  under 
the  principal  Act. 

56.  Exemption  from  excess  profits  duty  of  businesses  carried  on 
under  the  court. — In  the  case  of  any  trade  or  business  which  by  reason 
of  its  being  unable  to  pay  its  debenture  holders  or  creditors  is  being 
carried  on  by  a  liquidator,  receiver,  or  trustee  under  the  court,  no 
excess  profits  duty  shall  be  levied  or  paid  until  provision  has  been 
made  for  payment  of  such  unpaid  debenture  holders  or  creditors. 

57.  Definition. — In  this  Part  of  this  Act  the  expression  "munitions 
Exchequer  payments"  means  any  sums  paid  into  the  Exchequer  under 
section  four  of  the  Munitions  of  War  Act,  1915,  on  account  of  the 
excess  of  the  net  profits  of  a  controlled  establishment. 

********* 

IV.     Finance   Act,   1917 
(7  &  8  George  5.,  ch.  31,  2nd  August,  1917) 

Part   II. — Income   Tax 

********* 

16.  Repayment  of  income  tax  on  sums  deducted  from  profits. —  (1) 
Where  a  deduction  on  account  of  any  of  the  matters  specified  in  sec- 
tion thirty-nine  of  the  Finance  Act,  1916  (which  provides  for  the  re- 
payment of  income  tax  on  sums  deducted  from  profits)  has  been  al- 
lowed for  the  purposes  of  excess  profits  duty  in  calculating  the  profits 
of  a  controlled  establishment  for  any  period  during  which  it  is  sub- 
ject to  control,  that  section  shall,  subject  to  the  necessary  modifica- 
tions,  apply   as   it   applies   where   a   deduction   has   been   allowed   in 
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calculating  those  profits  for  the  purposes  of  Part  II  of  the  Munitions 
of  War  Act,   1915   (5  &  6  Geo.  5.  c.  51): 

Provided  that  a  repayment  of  income  tax  shall  not  be  allowed  un- 
der this  section  and  also  under  the  said  section  tliirty-nine  in  respect 
of  the  same  deduction. 

(2)  Subsection  (3)  of  section  twenty-six  of  the  Finance  Act,  1907 
(7  Edw.  7.  c.  13),  shall  apph',  with  the  necessary  modifications,  with 
respect  to  any  repayment  of  income  tax  under  the  said  section  thirty- 
nine  or  this  section,  as  it  applies  with  respect  to  deductions  for  wear 
and  tear. 

********* 
Part  III 

Excess  Profits  Duty 

20.  Continuance  and  increase  of  rate  of  excess  profits  duty. —  (1) 
The  Finance  (No.  2)  Act,  1915  (in  this  Part  of  this  Act  referred  to 
as  the  principal  Act),  shall,  so  far  as  it  relates  to  excess  profits  duty, 
apply,  unless  Parliament  otherwise  determines,  to  any  accounting 
period  ending  on  or  after  the  first  day  of  August  nineteen  hundred 
and  seventeen  and  before  the  first  day  of  August  nineteen  hundred 
and  eighteen,  as  it  applies  to  accounting  periods  ended  after  the 
fourth  day  of  August  nineteen  hundred  and  fourteen  and  before  the 
first  day  of  August  nineteen  hundred  and  seventeen. 

(2)  Section  thirtv-eight  of  the  principal  Act  shall,  as  respects  ex- 
cess profits  arising  in  any  accounting  period  commencing  on  or  after 
the  first  day  of  January  nineteen  hundred  and  seventeen,  have  effect 
as  if  eighty  per  cent  of  the  excess  were  substituted  as  the  rate  of 
duty  for  sixty  per  cent  of  the  excess,  or,  in  the  case  of  an  accounting 
period  which  commenced  before  that  date  but  ends  after  that  date,  as 
if  eighty  per  cent  were  substituted  for  sixty  per  cent  as  respects  so 
much  of  the  excess  as  may  be  apportioned  under  this  Act  to  the  part 
commencing  on  that  date. 

In  calculating  any  repayment  or  set  off  under  subsection  (3)  of 
section  thirty-eight  of  the  principal  Act  any  amount  to  be  repaid  or 
set  off  on  account  of  a  deficiency  or  loss  arising  in  any  accounting 
period  commencing  on  or  after  the  first  day  of  January  nineteen  hun- 
dred and  seventeen,  or,  in  the  case  of  an  accounting  period  which 
has  commenced  before  that  date  but  ends  after  that  date,  on  account 
of  so  much  of  the  deficiency  or  loss  as  may  be  apportioned  under  this 
Act  to  the  part  commencing  on  that  date,  shall  be  calculated  by  refer- 
ence to  duty  at  the  rate  of  eighty  per  cent. 

Any  additional  duty  payable  by  virtue  of  this  section  in  respect  of 
a  past  accounting  period  may  be  assessed  and  recovered  notwithstand- 
ing that  duty  has  already  been  assessed  in  respect  of  that  period. 

(3)  It  shall  be  the  duty  of  every  person  chargeable  to  excess 
profits  duty,  if  he  has  not  previously  given  notice  of  his  liability  to 
be  charged  with  excess  profits  duty  in  respect  of  any  accounting 
period,  to  give  notice  to  the  Commissioners  within  two  months  after 
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the  termination  of  any  accounting  period  in  respect  of  which  he  is 
chargeable,  or,  if  the  accounting  period  terminated  before  the  passing 
of  this  Act,  within  one  month  after  the  passing  of  this  Act. 

If  any  person  fails  to  give  the  notice  required  by  this  provision  he 
shall  be  liable  on  summary  conviction  to  a  fine  not  exceeding  one  hun- 
dred pounds,  and  to  a  further  fine  not  exceeding  ten  pounds  a  day 
for  every  day  during  which  the  offence  continues  after  conviction 
therefor. 

21.  Increase  of  rate  of  excess  mineral  rights  duty. — Section  forty- 
three  of  the  principal  Act  (which  relates  to  excess  mineral  rights 
duty)  shall  have  effect  as  if  eighty  per  cent  of  the  excess  were  sub- 
stituted as  the  rate  of  duty  for  sixty  per  cent  for  any  accounting  year 
commencing  on  or  after  the  first  day  of  January  nineteen  hundred 
and  seventeen,  or,  in  the  case  of  an  accounting  year  which  commenced 
before  that  date  but  ends  after  that  date,  as  if  eighty  per  cent  were 
substituted  for  sixty  per  cent  as  respects  so  much  of  the  excess  as 
may  be  apportioned  under  this  Act  to  the  part  commencing  on  that 
date,  and  any  additional  duty  may  be  recovered  accordingly: 

Provided  that  where  it  is  shown  to  the  satisfaction  of  the  Commis- 
sioners that  the  amount  payable  as  rent  under  any  lease  or  agreement 
for  a  lease  for  any  accounting  year  in  respect  of  which  or  any  part 
of  which  excess  mineral  rights  duty  is  payable  at  the  rate  of  eighty 
per  cent  is  not  greater  than  the  average  amount  payable  as  rent  for 
the  two  pre-war  years  the  prices  in  which  are  selected  by  the  taxpayer 
for  the  purpose  of  determining  the  pre-war  rent  values  of  the  rent 
for  the  accounting  year,  or  would  be  reduced  below  that  amount  by 
the  payment  of  excess  mineral  rights  duty,  no  excess  mineral  rights 
duty  or,  as  the  case  may  be,  such  an  amount  of  excess  mineral  rights 
duty  only  as  will  reduce  the  amount  payable  as  rent  for  the  account- 
ing year  to  the  said  average  amount,  shall  be  paid  for  that  account- 
ing year.^ 

22.  Special  provisions  as  to  deficiencies  and  losses  of  shipping  con- 
cerns.— (1)  In  computing  the  excess  profits  duty  of  any  trade  or  busi- 
ness which  consists  wholly  or  partly  of  the  business  of  shipping  the 
provisions  of  subsection  (3)  of  section  thirty-eight  of  the  principal 
Act  (which  relate  to  the  repayment  or  setting  off  of  duty  on  account 
of  deficiencies  or  losses)  shall  not  apply  in  relation  to  any  deficiency 
or  loss  in  any  accounting  period  commencing  on  or  after  the  first 
day  of  January  nineteen  hundred  and  seventeen,  and  in  the  case  of 
an  accounting  period  which  has  commenced  before  that  date  but  ends 
after  that  date,  shall  not  apply  in  relation  to  so  much  of  the  deficiency 
or  loss  as  may  be  apportioned  under  this  Act  to  the  part  commencing 
on  that  date: 

Provided  that — 

(a)  where  the  shipping  business  is  carried  on  merely  as  ancillary 
to  the  principal  trade  or  business,  the  provisions  of  this  sec- 
tion shall  not  apply; 

1  Finance  Act,  1919,  sec.  32  (2),  infra,  p.  210. 
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(6)  wlicre  the  trade  or  business  carried  on  does  not  consist 
wholly  of  shipping,  and  the  part  which  does  not  consist  of 
shipping  is  not  merely  ancillary  to  the  business  of  shipping, 
such  apportionment  of  any  deficiency  or  loss  shall  be  made 
by  the  Commissioners  as  may  be  necessary  to  limit  the  ap- 
plication of  this  section  to  such  part  of  the  business  as  con- 
sists of  shipping;  and 

(c)  if  in  any  such  accounting  period  as  aforesaid  there  has  been 
a  loss  or  the  profits  have  not  reached  the  point  which  would 
have  involved  liability  to  excess  profits  duty  if  the  per- 
centage standard  had  been  adopted,  the  same  amount  shall, 
as  respects  the  deficiency  or  loss  or  so  much  thereof  as  is 
affected  by  this  section,  be  repaid  or  set  off  under  subsection 
(3)  of  the  said  section  thirty-eight  as  would  have  been  re- 
paid or  set  off  if  the  percentage  standard  had  been  adopted. 

(2)  Any  apjoeal  under  subsection  (5)  of  section  forty-five  of  the 
principal  Act  on  any  question  arising  under  this  section  shall  be  to 
the  Special  Commissioners. 

(3)  In  this  section  the  expression  "business  of  shipping"  means 
the  business  carried  on  by  an  owner  of  ships,  and  for  the  purposes 
of  this  definition  the  expression  "owner"  includes  any  charterer  to 
whom  a  ship  is  demised. 

23.  Relief  in  respect  of  Colonial  eacess  profits  duty. —  (1)  His 
Majesty  may  by  Order  in  Council  declare — 

(a)  that  under  the  law  in  force  in  any  of  His  Majesty's  posses- 
sions" excess  profits  duty  is  chargeable  in  respect  of  any 
profits  in  respect  of  which  excess  profits  duty  is  also  pay- 
able in  the   United  Kingdom;  and 

(6)  that  arrangements  have  been  made  with  the  Government  of 
any  such  possession  whereby,  in  respect  of  any  profits,  only 
the  duty  which  is  higher  in  amount  is  to  be  payable,  and  the 
amount  of  such  duty  is  to  be  apportioned  between  the  re- 
spective Exchequers  in  proportion  to  the  amount  of  duty 
which  would  otherwise  have  been  payable  in  the  United 
Kingdom  and  in  that  possession  respectively. 

(2)  Where  any  such  Order  in  Council  is  made,  then,  if  the  Com- 
missioners are  satisfied  that  any  case  is  one  to  which  any  such  ar- 
rangements relate,  they  may,  in  lieu  of  any  relief  granted  under  para- 
graph 4  of  Part  I  of  the  Fourth  Schedule  to  the  principal  Act,  allow 
or  make  such  remission  or  adjustments  of  duty  as  may  be  necessary  to 
give  effect  to  such  arrangements,  so,  however,  that  the  effect  of  such 
remission  or  adjustments  shall  not  be  less  favourable  than  the  relief 
in  lieu  of  which  they  are  allowed  or  made. 

(3)  The  obligation  as  to  secrecy  imposed  by  subsection  (8)  of 
section  forty-five  of  the  principal  Act  shall  not  prevent  the  disclosure 
to  the  Government  of  the  possession  concerned  of  such  facts  as  may 
be  necessary  to  enable  such  arrangements  as  aforesaid  to  be  carried 
into  effect. 

2  Cf.  Finance  Act,  1919,  sec.  34.,  infra,  p.  211. 
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24.  Further  provisions  with  respect  to  munitions  Exchequer  pay- 
ments.—  (1)  The  provisions  of  section  four  of  the  Munitions  of  War 
Act,  1915,  with  respect  to  munitions  Exchequer  payments  shall  not 
apply  to  any  profits  arising  after  the  thirty-first  day  of  December 
nineteen  hundred  and  sixteen  or  apportioned  under  this  Act  to  the 
period  after  that  date. 

(2)  Munitions  Exchequer  payments  arising  on  or  before  the  thirty- 
first  day  of  December  nineteen  hundred  and  sixteen,  or  apportioned 
under  this  Act  to  the  period  down  to  and  including  that  date  shall, 
after  the  passing  of  this  Act,  be  assessed  and  collected,  or,  if  already 
assessed  but  not  collected,  collected,  by  the  Commissioners,  and  shall 
be  computed  by  them  in  accordance  with  the  provisions  of  that  Act 
and  the  rules  made  thereunder,  and  the  Commissioners  shall  for  those 
purposes  have  all  the  powers  of  the  Minister  of  Munitions,  including 
the  power  of  making  rules. 

For  the  purposes  of  such  assessment  and  collection,  the  provisions 
for  the  time  being  in  force  with  respect  to  the  assessment  and  col- 
lection of  excess  profits  duty  (including  provisions  as  to  returns  and 
penalties,  but  excluding  provisions  imposing  any  charge  of  duty  or  as 
to  the  computation  of  duty)  shall  apply,  and  rules  may  be  made  by 
the  Commissioners  accordingly,  and  the  provisions  of  section  forty- 
eight  of  the  Finance  Act,  1916,  relating  to  the  adjustment  of  excess 
profits  duty  and  munitions  Exchequer  payments,  shall  apply  subject 
to  such  modifications  as  may  be  necessary  in  consequence  of  the  trans- 
fer of  powers  effected  by  this  subsection. 

Any  rules  made  by  the  Commissioners  may  specify  matters  which 
may  be  referred  to  the  Minister,  or  to  a  referee  or  board  of  referees 
appointed  by  him,  and  prescribe  the  manner  in  which  such  cases  are 
to  be  referred. 

(3)  For  the  purposes  of  subsection  (3)  of  section  five  of  the  said 
Act,  any  establishments  in  which  the  same  person  has  a  controlling 
or  preponderating  interest  may,  if  the  Commissioners  so  determine,  be 
treated  as  belonging  to  the  same  owner. 

(4)  Subsections  (2)  and  (3)  of  section  forty-nine  of  the  Finance 
Act,  1916  (which  relate  to  the  recovery  of  payments  in  respect  of 
increased  directors'  fees),  shall  apply  for  the  purposes  of  munitions 
Exchequer  payments  as  they  apply  for  the  purposes  of  excess  profits 
duty,  with   the  necessary  modifications. 

25.  Additional  powers  of  reference  to  referees. — Notwithstanding 
anything  contained  in  section  forty-two  of  the  principal  Act  (which 
provides  for  the  reference  to  the  Board  of  Referees  of  questions  as  to 
percentages,  &c.)  the  Commissioners  may,  if  they  think  fit,  refer  to 
the  Board  of  Referees  any  application  made  under  that  section  as 
respects  a  class  of  trade  or  business,  although  the  application  may 
relate  to  matters  already  decided  by  that  Board,  and  the  Board  may, 
if  they  think  fit,  on  cause  being  shown  by  additional  evidence  or 
otherwise,  re-open  the  case  and  make  any  order  which  they  could 
have  made  on  an  application  relating  to  matters  not  already  decided 
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by  them,  and  may  revise  any  order  previously  made  by  them  aflfecting 
that  class  of  trade  or  business ;  and  any  such  order  or  revised  order 
shall,  as  from  such  date  as  may  be  specified  therein,  apply  and  have 
effect  in  lieu  of  any  j)revious  order  relating  to  the  same  matter. 

26.  Amendments  of  lata  as  respects  accounting  periods  ending  after 
December  31st,  1916. — In  the  application  of  Part  III  of  the  principal 
Act  to  excess  profits  duty  for  any  accounting  period  ending  after  the 
thirty-first  day  of  December  nineteen  hundred  and  sixteen,  the  fol- 
lowing provisions   shall  have  effect: — 

(1)  In  ascertaining  the  deduction  to  be  made  from  the  profits  of 
the  accounting  period  in  respect  of  increased  capital,  or  the 
pre-war  standard  of  profits  in  cases  where  there  has  not  been 
one  pre-war  trade  year,  three  per  cent,  shall  be  added  to  the 
statutory  percentage  per  annum ;  and,  accordingly,  in  subsec- 
tion (1)  of  section  forty-one  of,  and  paragraph  4  of  Part  II 
of  the  Fourth  Schedule  to_,  the  principal  Act,  the  expression 
"statutory  percentage"  shall  be  taken  to  mean  the  statutory 
percentage  as  so  increased: 

(2)  The  statutory  percentage  shall,  in  the  case  of  a  trade  or  busi- 
ness not  carried  on  or  OAvned  by  a  company  or  other  body  cor- 
porate, be  taken  to  be  eight  per  cent  instead  of  seven  per  cent; 
and  accordingly  subsection  (2)  of  section  ioY\.y  of  the  principal 
Act  shall  have  effect  as  though  eight  jDer  cent  were  substituted 
for  seven  per  cent: 

Provided  that  nothing  in  this  provision  shall  affect  the 
amount  of  the  statutory  percentage  for  the  purposes  of  sub- 
section  (2)   of  section  forty-one  of  the  principal  Act: 

(3)  Any  increase  of  the  statutory  percentage  under  this  section 
shall  be  in  addition  to  any  increase  of  the  statutory  percentage 
which  has,  before  the  passing  of  this  Act,  been  made  under 
section  forty-tAvo  of  the  principal  Act: 

(4)  Where  the  pre-war  standard  of  profits  of  any  trade  or  business 
does  not  exceed  five  hundred  pounds,  and  the  profits  of  the 
accounting  period,  after  any  adjustment  in  respect  of  increased 
or  decreased  capital,  are  less  than  two  thousand  pounds,  sub- 
section (1)  of  section  thirty-eight  of  the  principal  Act  shall 
have  effect  as  though  for  two  hundred  pounds  there  were  sub- 
stituted tAvo  hundred  pounds  with  the  addition  of  one-fifth  of 
the  amount  by  Avhich  the  profits  of  the  accounting  period  are 
less  than  two  thousand  pounds ;  so,  hoAvever,  that  if  there  has 
been  a  loss  in  the  accounting  period,  then  for  the  purpose  of 
ascertaining  the  amount  of  any  repayment  or  set-off  under  the 
principal  Act  the  addition  allowed  shall  be  such  as  if  there 
had  been  neither  loss  nor  profit,  and  that  where  the  accounting 
period  is  a  period  of  less  than  a  year,  this  provision  shall  have 
effect  as  if  there  were  substituted  for  two  thousand  pounds 
and  two  hundred  pounds  respectiA^ely  a  proportionately  re- 
duced amount: 
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The  foregoing  provision  shall  apply  where  the  pre-war 
standard  of  profits  exceeds  five  hundred  pounds^  subject  to  this 
qualification,  that  the  amount  of  the  addition  shall  be  reduced 
by  the  amount  by  which  the  pre-war  standard  exceeds  five 
hundred  pounds: 

(5)  Where  the  Commissioners   are   satisfied — 

(o)  that  in  connection  with  any  trade  or  business  two  or 
more  distinct  and  independent  industries  are  carried  on  in 
separate  establishments,  and  with  books  kept  in  such  a  man- 
ner that  the  profits  in  respect  of  each  industry  can  be  readily 
ascertained;  and 

(b)  that  in  any  year  by  reference  to  which  the  pre-war 
standard  of  profits  is  calculated  a  loss  has  been  sustained  in 
respect  of  any  one  or  more  of  such  industries ; 

the   Commissioners   may,   if   they   think   fit,   in   computing  the 

profits  standard,  disregard  that  loss: 

(6)  Where  the  Commissioners  are  satisfied  that  during  the  last  six 
pre-war  trade  years,  owing  to  trading  losses — 

(a)  any  former  assets  of  any  trade  or  business  have 
ceased  to  form  part  of  the  assets  of  that  trade  or  business ;  or 

(b)  the  money  borrowed  in  respect  of  the  trade  or  busi- 
ness or  the  debts  of  the  trade  or  business  have  increased; 

the  Commissioners  shall,  for  the  purpose  of  ascertaining  the 
capital  of  the  trade  or  business  in  any  case  where  the  per- 
centage standard  is  adopted,  compute  the  capital  as  though 
there  had  been  no  such  loss  of  assets  or  increase  of  borrowed 
money  or  debts: 

(7)  Six  years  shall  be  substituted  for  three  years  in  subsection  (4) 
of  section  forty-one  of  the  principal  Act  (which  provides  for 
the  adjustment  of  excess  profits  duty  in  respect  of  unremuner- 
ative  capital). 

(8)  The  excess  profits  duty  of  a  society  registered  under  the  In- 
dustrial and  Provident  Societies  Acts  may,  if  the  society  so 
requires,  instead  of  being  computed  as  provided  for  by  para- 
graph 10  of  Part  I  of  the  Fourth  Schedule  to  the  principal 
Act,  be  comjouted  as  follows: — 

The  amount  of  excess  profits  (if  any)  arising  on  commer- 
cial transactions  with  non-members  shall  be  separately  ascer- 
tained in  accordance  with  the  general  principles  of  the 
principal  Act,  and  there  shall  be  added  thereto  the  amount 
(if  any)  by  which  the  profit  or  surplus  arising  from  trans- 
actions with  members  per  pound  sterling  of  turnover  in  the 
accounting  period  exceeds  the  like  profit  or  surplus  in  the 
pre-war  trade  year  or  average  of  years  taken  as  the  basis 
of  computation  for  the  purpose  of  the  pre-war  standard  of 
profits  in  respect  of  such  commercial  transactions  as  afore- 
said, multiplied  by  the  number  of  pounds  sterling  of  turnover 
in  the  accounting  period;  and  excess  profits  duty  shall  be 
charged  on  the  sum  of  those  amounts: 
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Provided  that  the  method  of  computation  hereby  laid  down 
shall  not  be  ado{)ted  for  ascertaining  the  amount  of  any  de- 
ficiency or  loss  for  the  purposes  of  subsection  (3)  of  section 
thirty-eight  of  the  principal  Act,  nor  shall  any  duty  computed 
under  this  provision  be  repaid  or  remitted  by  reason  of  a  de- 
ficiency or  loss  in  any  other  accounting  period  computed  as 
provided  for  by  the  said  paragraph   10. 

Regulations  made  by  the  Commissioners  for  the  purpose  of 
carrying  the  foregoing  provision  into  effect  may  provide  for 
defining  and  ascertaining  turnover  and  the  profit  or  surplus 
per  pound  sterling  thereof,  and  for  the  application  of  that 
provision  to  new  societies,  and  for  extending,  subject  to  such 
modifications  as  may  be  prescribed,  to  cases  where  duty  is 
computed  under  that  provision  any  of  the  general  principles 
of  the  principal  Act  as  to  relief  from  duty. 

27.  Apporttonvient  of  accounting  periods  and  years. — Where  part 
of  an  accounting  period  or  of  an  accounting  year,  or  of  any  period  in 
respect  of  part  of  which  munitions  Exchequer  paj^ments  are  charge- 
able, is  after,  and  part  before,  the  beginning  of  the  first  day  of  Janu- 
ary nineteen  hundred  and  seventeen,  the  total  excess  profits  and  any 
deficiencies  or  losses  arising  in  any  such  accounting  period,  and  the 
total  excess  rent  for  any  such  accounting  year,  and  the  total  profits  in 
respect  of  part  of  which  munitions  Exchequer  payments  are  charge- 
able, shall  be  apportioned  between  the  time  up  to,  and  the  time  after, 
that  date  in  proportion  to  the  number  of  months  or  fractions  of  months 
before  and  after  that  date  respectively. 

28.  Interpreiation. — In  this  Part  of  this  Act  references  to  the  prin- 
cipal Act,  or  to  the  Munitions  of  War  Act,  1915,  or  to  any  provisions 
of  those  Acts,  shall  be  construed  as  references  to  those  Acts  or  pro- 
visions as  amended  by  any  subsequent  enactment,  and  the  expression 
"the  Commissioners"  means  the  Commissioners  of  Inland  Revenue, 
and  the  expression  "munitions  Exchequer  payments"  in  this  Part  of 
this  Act  and  in  any  other  enactment,  includes  any  sums  payable  into 
the  Exchequer  under  section  four  of  the  Munitions  of  War  Act,  1915, 
on  account  of  the  excess  of  the  net  profits  of  a  controlled  establish- 
ment. 

********* 

Part  VI 

National  Debt  and  Loans 
********* 

34.  Poiver  to  transfer  tear  stock  and  bonds  in  satisfaction  of  death 
duties  and  excess  profits  duties. — (1)  The  Treasury  may  by  regulations 
prescribe  as  securities  to  be  accepted  in  payment  of  any  death  duty 
or  excess  profits  duty  or  munitions  Exchequer  payments  any  stock 
or  bonds  forming  part  of  any  issue  made  for  raising  money  in  con- 
nection with  the  present  war,  and  any  such  regulations  may  specify 
different  securities  in  respect  of  different  duties  and  payments,  and 
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may  prescribe  the  limitations  and  conditions  subject  to  which  any 
securities  will  be  accepted,  and  any  person  from  whom  any  sum  is 
due  on  account  of  any  death  duty  or  excess  profits  duty  or  munitions 
Exchequer  payments  may  pay  that  sum  or  any  part  thereof  by  means 
of  the  transfer,  in  accordance  with  and  subject  to  the  provisions  of 
such  regulations  as  aforesaid,  to  the  Commissioners  of  Inland  Revenue 
of  an  appropriate  amount  (ascertained  as  hereinafter  mentioned)  of 
any  stock  or  bonds  authorised  by  the  regulations. 

(2)  Any  stock  or  bonds  so  transferred  shall  be  accepted  by  the 
Commissioners  of  Inland  Revenue  in  satisfaction  of  the  amount. 

(3)  Any  stock  or  bonds  so  transferred  shall  be  deemed  to  mature 
for  payment  on  the  date  of  the  transfer,  but  the  principal  payable 
on  maturity  shall  be  deemed  to  be  a  sum  equal  to  the  price  of  issue, 
and  the  principal  and  interest  of  the  stock  or  bonds  when  received 
by  the  Commissioners  of  Inland  Revenue  shall  be  brought  to  account 
as  revenue  in  such  manner  as  the  Treasury  may  direct.^ 

(4)  Stock  or  bonds  so  transferred  shall  for  the  purposes  of  this 
section  be  valued  at  the  price  of  issue  with  the  addition  of  any  interest 
accrued  due  at  the  date  of  transfer  but  then  remaining  unpaid,  after 
deducting  the  amount  of  any  interest  which  may  be  receivable  by 
the  transferor  after  that  date:^ 

Provided  that  in  the  case  of  excess  profits  duty  and  munitions 
Exchequer  payments — 

(a)  if  the  transfer  takes  place  after  the  date  when  the  duty  or 
payments  become  payable  there  shall  be  deducted  from  the 
value  so  attributed  to  the  stock  or  bonds  the  amount  of  any  in- 
terest which  accrued  due  on  the  stock  or  bonds  after  that 
date;  and 

(fe)  if  the  transfer  takes  place  before  that  date,  a  sum  equal  to  the 
value  thereof  so  ascertained  as  aforesaid  shall  be  deemed  to  be 
money  deposited  under  section  fifty-four  of  the  Finance  Act, 
1916,  and  interest  thereon  shall  be  allowed  in  accordance  with 
that  section. 

(5)  For  the  purposes  of  this  section  interest  shall  be  deemed  to 
accrue  from  day  to  day. 

(6)  Section  sixty-one  of  the  Finance  Act,  1916,  is  hereby  repealed. 

V.     Finance  Act,  1918 
(8  &  9  George  5.,  ch.   15,  30th  July,  1918) 

Part  II 

Income  Tax 
********* 

24.  Provision  with  respect  to  deductions  for  wear  and  tear  of  plant, 
(^c. — (1)  Where  an  application  is  made  to  the  Commissioners  of  In- 
land Revenue  for  the  alteration  of  the  amount  of  any  deduction  for 
wear  and  tear,  the  Commissioners,  unless  they  are  of  opinion  that  the 

1  Cf.  Finance  Act,  1918,  sec.  42,  infra,  p.  209. 
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application  is  frivolous  or  vexatious,  sliall  refer  the  case  to  the  Board 
of  Referees,  and  that  Board  shall,  if  they  are  satisfied  that  the  ap- 
plication is  made  by  or  on  belialf  of  any  considerable  number  of  per- 
sons engaged  in  any  class  of  trade  or  business,  take  the  application 
into  their  consideration,  and  determine  the  deduction  to  be  allowed. 
In  this  section — 

The  expression  "deduction  for  wear  and  tear"  has  the  same 
meaning  as  in  section  twenty-six  of  the  Finance  Act,  1907;  and 
The  expression  "Board  of  Referees"  means  any  Board  of  Ref- 
erees appointed  for  the  purpose  of  Part  III  of  the  Finance 
(No.  2)  Act,  1915,  or,  if  there  is  no  such  Board,  a  Board  of 
Referees  to  be  appointed  for  the  purpose  of  this  section  by 
the  Treasury. 
********* 

(3)  In  estimating  the  profits  or  gains  of  any  trade,  manufacture, 
adventure,  or  concern  in  the  nature  of  trade  chargeable  under  Sched- 
ule D.,  or  the  profits  of  any  concern  chargeable  by  reference  to  the 
rules  of  that  Schedule,  there  shall  be  allowed  to  be  deducted  as  ex- 
penses incurred  in  any  year  so  much  of  any  amount  expended  in  that 
year  in  replacing  any  plant  or  machinery  which  has  become  obsolete 
as  is  equivalent  to  the  cost  of  the  plant  or  machinery  replaced  after 
deducting  from  that  cost  the  total  amount  of  any  allowances  which 
have  at  any  time  been  made  in  estimating  profits  or  gains  as  afore- 
said on  account  of  the  wear  and  tear  of  that  plant  and  machinery  and 
any  sum  realized  by  the  sale  of  that  machinery  or  plant. 

(4)  61  Sf  62  Vict.  c.  10. — Section  nine  of  the  Finance  Act,  1898 
(which  relates  to  the  amount  of  the  deduction  to  be  allowed  on  account 
of  the  annual  value  of  premises),  shall  not  apply  in  the  case  of  any 
premises   being  mills,   factories,  or  other  similar   premises. 

25.  Basis  of  charge  where  non-resident  is  chargeable  in  name  of 
agent  in  respect  of  profits  arising  from  the  sale  of  foreign  goods. — 
Where  a  non-resident  person  is  chargeable  to  income  tax  in  the  name  of 
any  branch,  manager,  agent,  factor,  or  receiver  in  respect  of  any 
profits  or  gains  arising  from  the  sale  of  goods  or  produce  manufactured 
or  produced  out  of  the  United  Kingdom  by  the  non-resident  person,  the 
person  in  whose  name  the  non-resident  person  is  so  chargeable  may, 
if  he  thinks  fit,  apply  to  the  Commissioners  by  whom  the  assessment 
is  made  or,  in  case  of  an  appeal,  to  the  General  or  Special  Commis- 
sioners to  have  the  assessment  to  income  tax  in  respect  of  those  profits 
or  gains  made  or  amended  on  the  basis  of  the  profits  which  might 
reasonably  be  expected  to  have  been  earned  by  a  merchant  or,  where 
the  goods  are  retailed  by  or  on  behalf  of  the  manufacturer  or  pro- 
ducer, by  a  retailer  of  the  goods  sold  who  had  bought  from  the  manu- 
facturer or  producer  direct,  and,  on  proof  to  the  satisfaction  of  the 
Commissioners  concerned  of  the  amount  of  the  profits  on  the  basis 
aforesaid,  the  assessment  shall  be  made  or  amended  accordingly. 
********* 

31.  Excess  profits  duty  charged  in  respect  of  profits  arising  from 
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the  sale  of  trading  stock  not  to  be  allowed  as  a  deduction. — Any  ex- 
cess profits  duty  which  becomes  chargeable  by  virtue  only  of  the  pro- 
visions of  this  Act  relating  to  profits  arising  from  the  sale  of  trading 
stock,  otherwise  than  in  the  ordinary  course  of  trade,  shall  not  for  the 
purpose  of  the  provisions  of  section  thirty-five  of  the  Finance  (No. 
2)  Act,  1915,  which  enacts  that,  where  a  person  has  paid  excess  profits 
duty  under  that  Act,  the  amount  so  paid  shall  be  allowed  as  a  deduc- 
tion in  computing  profits  and  gains  for  the  purpose  of  income  tax,  be 
deemed  to  be  excess  profits  duty  under  that  Act. 

********* 

Part  III 

Excess  Profits  Duty 

34.  Continuation  of  excess  profits  duty. — The  Finance  (No.  2) 
Act,  1915  (in  this  Part  of  this  Act  referred  to  as  "the  principal 
Act"),  as  amended  or  extended  by  any  subsequent  enactment,  shall, 
so  far  as  it  relates  to  excess  profits  duty,  apply,  unless  Parliament 
otherwise  determines,  to  any  accounting  period  ending  on  or  after 
the  first  day  of  August,  nineteen  hundred  6nd  eighteen,  and  before 
the  first  day  of  August,  nineteen  hundred  and  nineteen,  as  it  applies 
to  accounting  periods  ended  after  the  fourth  day  of  August,  nineteen 
hundred  and  fourteen,  and  before  the  first  day  of  August,  nineteen 
hundred  and  eighteen. 

35.  Profits  arising  from  sale  of  trading  stock. — (1)  For  the  pur- 
poses of  excess  profits  duty  the  profits  arising  from  the  sale  at  any 
time  after  the  twenty-second  day  of  April,  nineteen  hundred  and 
eighteen,  otherwise  than  in  the  ordinary  course  of  trade  of  the  trading 
stock  or  part  of  the  trading  stock  belonging  or  formerly  belonging  to 
any  trade  or  business,  shall  be  deemed  to  be  profits  arising  from  a 
trade  or  business,  and  where  any  such  sale  takes  place  after  a  trade 
or  business  has  ceased  the  trade  or  business  shall  be  deemed  to  have 
been  carried  on  up  to  and  including  the  date  on  which  the  sale  takes 
place,  and  the  accounting  period  shall  be  taken  to  be  such  as  the  Com- 
missioners of  Inland  Revenue  may  determine. 

(2)  Where  a  trade  or  business  has  ceased  but  is  deemed  for  the 
purposes  of  this  section  to  have  been  carried  on  for  any  period — 

(o)  the  person  by  whom  or  by  whose  authority  any  trading  stock 
is  sold  whether  as  owner,  agent,  liquidator,  trustee,  or  receiver 
or  other  person  acting  in  a  similar  capacity  shall  be  deemed  to 
be  the  person  carrying  on  the  trade  or  business  and  excess 
profits  duty  shall  be  assessed  on  and  recoverable  from  that 
person  and  nothing  in  subsection  (2)  of  section  forty-five  of 
the  principal  Act  shall  operate  so  as  to  impose  any  liability 
to  duty  on  the  jDurchaser  of  the  trading  stock;  and 

(6)  the  appointment  of  any  such  liquidator,  trustee  or  receiver,  or 
other  person  shall  not  be  treated  as  a  change  of  ownership  of 
the  trade  or  business,  and  subsection  (3)  of  section  thirty-eight 
of  the  principal  Act  and  paragraph  seven  of  Part   I   of  the 
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Fourth  Schedule  to  that  Act  as  amended  by  any  subsequent 
enactment  sliall  have  effect  as  if  the  profits  arising  from  tlie 
sale  of  the  trading  stock  had  been  made  by  the  owner  of  the 
business  immediately  before  the  appointment  of  the  liquidator, 
trustee,  receiver,  or  other  person,  and  as  if  the  duty  were  pay- 
able by  him. 

(3)  Where  any  trading  stock  is  sold  together  with  other  assets  of 
the  trade  or  business,  the  part  of  the  consideration  attributable  to  the 
trading  stock  shall,  subject  to  appeal  in  manner  provided  by  subsec- 
tion (5)  of  section  forty-five  of  the  principal  Act,  be  determined  by 
the  Commissioners  of  Inland  Revenue,  and  the  part  of  the  consider- 
ation so  determined  shall  be  deemed  to  be  the  price  paid  for  the 
trading  stock  by  the   purchaser. 

(4)  For  the  purpose  of  this  section  any  trading  stock  which  has 
been  disposed  of  otherwise  than  by  way  of  sale  shall  be  deemed  to 
have  been  sold,  and  any  such  trading  stock  so  disposed  of,  and  any 
trading  stock  which  has  been  sold  for  a  consideration  other  than  cash, 
not  being  a  consideration  the  value  of  which  can  be  easily  ascertained, 
shall  be  deemed  to  have  realized  the  market  price  of  the  day  on  which 
it  was  so  disposed  of  or  sold. 

No  person  shall  at  any  time  after  the  fourteenth  day  of  May,  nine- 
teen hundred  and  eighteen,  dispose  otherwise  than  by  way  of  sale  of 
any  trading  stock  unless  he  has  previously  made  provision  to  the  satis- 
faction of  the  Commissioners  of  Inland  Revenue  for  securing  the  pay- 
ment of  any  excess  profits  duty  which  may  be  chargeable  by  virtue 
of  the  provisions  of  this  section,  and  if  any  person  attempts  to  dis- 
pose of  any  trading  stock  in  contravention  of  this  provision  the  dis- 
posal shall  be  void  and  of  no  effect. 

(5)  In  this  section  the  expression  "trading  stock"  includes — 

(a)   any  goods  such  as  are  sold  in  the  ordinary  course  of  a  trade 

or  business  whether  in  a  finished  condition  or  not;  and 
(6)    any  raw  or  other  materials  used  in  the  manufacture  or  prep- 
aration of  any   such  goods, 
and  references  to  disposal  of  trading  stock  do  not  include  disposal  by 
way  of  testamentary  disposition. 


Part  V 

General 

42.  Amendment  of  s.  SJf.  of  7  ^  8  Geo.  5.  c.  81. — Section  thirty-four 
of  the  Finance  Act,  1917,  shall  have  effect  as  though  there  were  in- 
serted therein  after  the  words  "price  of  issue,"  in  subsection  (3) 
and  subsection  (4)  thereof,  the  words  "or  such  other  price  as  was 
specified  in  the  conditions  subject  to  which  the  stock  or  bonds  were 
issued  as  the  price  at  which  the  stock  or  bonds  were  to  be  valued  for 
the  purposes  of  this  section." 
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VI.     Finance  Act,   1919 

(9  &  10  George  5.,  ch.  32,  31st  July,  1919) 

********* 

Part  IV 

Excess  Profits  Duty 

32.  Continuance  of  excess  profits  duty  at  decreased  rate. — (1)  The 
Finance  (No.  2)  Act,  1915  (in  this  Part  of  this  Act  referred  to  as 
"the  principal  Act"),  shall,  so  far  as  it  relates  to  excess  profits  duty, 
apply,  unless  Parliament  otherwise  determines,  to  any  accounting 
period  ending  on  or  after  the  first  day  of  August  nineteen  hundred  and 
nineteen,  and  before  the  fifth  day  of  August  nineteen  hundred  and 
twenty,  as  it  applies  to  accounting  periods  ended  after  the  fourth 
day  of  August  nineteen  hundred  and  fourteen,  and  before  the  first 
day  of  August  nineteen  hundred  and  nineteen. 

(2)  Section  thirty-eight  of  the  principal  Act  shall,  as  respects  ex- 
cess profits  arising  in  any  accounting  period  commencing  on  or  after 
the  first  day  of  January,  nineteen  hundred  and  nineteen,  have  effect  as 
if  forty  per  cent  of  the  excess  were  substituted  as  the  rate  of  duty 
for  eighty  per  cent  of  the  excess,  or,  in  the  case  of  an  accounting 
period  which  commenced  before  that  date  but  ends  after  that  date,  as 
if  forty  per  cent  were  substituted  for  eighty  per  cent  as  respects  so 
much  of  the  excess  as  may  be  apportioned  under  this  Part  of  this 
Act  to  the  part  commencing  on  that  date. 

In  calculating  any  repayment  or  set  off  under  subsection  (3)  of 
section  thirty-eight  of  the  principal  Act,  any  amount  to  be  repaid  or 
set  off  on  account  of  a  deficiency  or  loss  arising  in  any  accounting 
period  commencing  on  or  after  the  first  day  of  January,  nineteen 
hundred  and  nineteen,  or,  in  the  case  of  an  accounting  period  which 
has  commenced  before  that  date  but  ends  after  that  date,  on  account 
of  so  much  of  the  deficiency  or  loss  as  may  be  apportioned  under  this 
Part  of  this  Act  to  the  part  commencing  on  that  date,  shall  be  calcu- 
lated by  reference  to  duty  at  the  rate  of  forty  per  cent. 

33.  Decrease  of  rate  of  excess  mineral  rights  duty. —  (1)  Section 
forty-three  of  the  principal  Act  (which  relates  to  excess  mineral  rights 
duty)  shall  have  effect  as  if  forty  per  cent  of  the  excess  were  substi- 
tuted as  the  rate  of  duty  for  eighty  per  cent  for  any  accounting  year 
commencing  on  or  after  the  first  day  of  January,  nineteen  hundred 
and  nineteen,  or,  in  the  case  of  an  accounting  year  which  commenced 
before  that  date  but  ends  after  that  date,  as  if  forty  per  cent  were 
substituted  for  eighty  per  cent  as  respects  so  much  of  the  excess  as 
may  be  apportioned  under  this  Part  of  this  Act  to  the  part  commenc- 
ing on  that  date. 

(2)  The  proviso  to  section  twenty-one  of  the  Finance  Act,  1917, 
shall  apply  to  any  accounting  year  in  respect  of  which  or  any  part  of 
which  excess  mineral  rights  duty  is  payable  at  the  rate  of  forty  per 
cent,  as  it  applies  where  the  said  duty  is  payable  at  the  rate  of  eighty 
per  cent. 
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34.  Extension  of  relief  in  respect  of  Colonial  excess  profits  duty. — 
Section  twenty-three  of  the  Finance  Act,  1917  (which  provides  for 
relief  in  respect  of  Colonial  excess  profits  duty),  sliall  have  effect,  and 
shall  be  deemed  always  to  have  had  effect,  as  though  references  to 
His  Majesty's  possessions  included  references  to  any  territory  under 
His  Majesty's  protection. 

35.  Apportionment  of  accounting  periods  and  years. — Where  part 
of  an  accounting  period  or  of  an  accounting  year  is  after,  and  part 
before,  the  beginning  of  the  first  day  of  January,  nineteen  hundred 
and  nineteen,  the  total  excess  profits  and  any  deficiencies  or  losses 
arising  in  any  such  accounting  period,  and  the  total  excess  rent  for 
any  such  accounting  year,  shall  be  apportioned  between  the  time  up 
to,  and  the  time  after,  that  date  in  proportion  to  the  number  of  months 
or  fractions  of  months  before  and  after  that  date  respectively. 

36.  Interpretation. — In  this  Part  of  this  Act  references  to  the  prin- 
cipal Act,  or  to  any  provisions  of  that  Act,  shall  be  construed  as  ref- 
erences to  that  Act,  or  those  provisions,  as  amended  or  extended  by 
any  subsequent  enactment. 
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Text  of  Finance  Act,  1920,  Amending  Excess  Profits  Duty 

(10  &  11  Geo.  5,  ch.   18,  4th  Aug.,  1920) 

********* 

Part  IV 

Excess  Profits  Duty 
44.  Continuance  and  increase  of  rate  of  excess  profits  duty. — (l) 
The  Finance  (No.  2)  Act,  1915  (in  this  Part  of  this  Act  referred  to 
as  "the  principal  Act,"  5  &i  Q  Geo,  5.  c.  89),  shall,  so  far  as  it  relates 
to  excess  profits  duty,  apply,  unless  Parliament  otherwise  determines, 
to  any  accounting  period  ending  on  or  after  the  fifth  day  of  August 
nineteen  hundred  and  twenty,  and  before  the  fifth  day  of  August 
nineteen  hundred  and  twenty-one,  as  it  applies  to  accounting  periods 
ended  after  the  fourth  day  of  August,  nineteen  hundred  and  fourteen, 
and  before  the  fifth  day  of  August,  nineteen  hundred  and  twenty. 

(2)  Section  thirty-eight  of  the  principal  Act  shall,  as  respects  ex- 
cess profits  arising  in  any  accounting  period  commencing  on  or  after 
the  first  day  of  January,  nineteen  hundred  and  twenty,  have  effect  as 
if  sixty  per  cent  of  the  excess  were  substituted  as  the  rate  of  duty 
for  forty  per  cent  of  the  excess,  or,  in  the  case  of  an  accounting 
period  which  commenced  before  that  date  but  ends  after  that  date, 
as  if  sixty  per  cent  were  substituted  for  forty  per  cent  as  respects  so 
much  of  the  excess  as  may  be  apportioned  under  this  Part  of  this  Act 
to  the  part  commencing  on  that  date. 

In  calculating  any  repayment  or  set  off  under  subsection  (3)  of 
section  thirty-eight  of  the  principal  Act  any  amount  to  be  repaid  or 
set  off  on  account  of  a  deficiency  or  loss  arising  in  any  accounting 
period  commencing  on  or  after  the  first  day  of  January,  nineteen  hun- 
dred and  twenty,  or,  in  the  case  of  an  accounting  period  which  has 
commenced  before  that  date  but  ends  after  that  date,  on  account  of 
so  much  of  the  deficiency  or  loss  as  may  be  apportioned  under  this 
Part  of  this  Act  to  the  part  commencing  on  that  date,  shall  be  calcu- 
lated by  reference  to  duty  at  the  rate  oJf  sixty  per  cent. 

Any  additional  duty  payable  by  virtue  of  this  section  in  respect  of 
a  past  accounting  period  may  be  assessed  and  recovered  notwithstand- 
ing that  duty  has  already  been  assessed  in  respect  of  that  period. 

(3)  In  the  case  of  a  trade  or  business  which  is  owned  or  carried 
on  by  any  person  who  has  served  during  the  war  as  a  member  of 
any  of  the  naval  or  military  forces  of  the  Crown,  or  of  the  Air  Force 
or  in  service  of  a  naval  or  military  character  in  connection  with  the 
war  for  which  payment  was  made  out  of  money  provided  by  Parlia- 
ment, or  in  any  work  abroad  of  the  British  Red  Cross  Society  or  the 
Order  of  St.  John  of  Jerusalem  or  any  other  body  with  similar  ob- 
jects, and  which  was  commenced  by  that  person  for  the  first  time,  or 
having  been  wholly  discontinued  by  him  during  the  war  or  some  part 
of  the  war  was  recommenced  by  him,  after  his  demobilisation  or  dis- 
charge,  subsection    (1)    of   section  thirty-eight   of   the   principal   Act 
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shall   have   effect   as   though   "five   hundred    pounds"   were   substituted 
for  "two  hundred  pounds." 

45.  Amendments  as  respects  pre-xcar  standard  in  accounting  periods 
ending  after  31st  December  1910. — In  the  application  of  Part  III.  of 
the  principal  Act  to  excess  profits  duty  for  any  accounting  period  end- 
ing after  tlie  thirt^'^-first  day  of  December,  nineteen  hundred  and  nine- 
teen, tlie   following  provisions   shall  liave  effect: — 

(1)  For  the  pre-war  standard  of  profit  there  shall,  on  the  applica- 
tion of  the  taxpayer,  be  substituted  a  standard  (in  this  section 
referred  to  as  "the  substituted  standard")  of  an  amount  equal 
in  the  case  of  a  trade  or  business  which  had  no  pre-war  trade 
year  to  the  statutory  percentage  on  the  average  amount  of 
capital  employed  in  the  first  accounting  period,  and  in  the  case 
of  any  other  trade  or  business  to  the  percentage  standard  with 
the  addition  in  either  case  of  a  sum  of  five  hundred  pounds  in 
respect  of  each  working  proprietor  in  the  trade  or  business: 
Provided  that — 

(a)  the  amount  of  the  substituted  standard  shall  not, 
as  respects  any  trade  or  business,  exceed  the  sum  of  seven 
hundred  and  fifty  pounds  in  respect  of  eaeli  working  pro- 
prietor in  the  trade  or  business ;  and 

(&)  in  computing  the  profits  of  a  trade  or  business  in 
any  accounting  period  as  respects  which  the  substituted 
standard  is  in  force,  no  deduction  shall  be  allowed  in  re- 
spect of  the  remuneration  of  any  v/orking  proprietor;  and 
(c)  where  the  accounting  period  is  less  than  a  year  tlie 
substituted  standard  shall  be  proportionately  reduced ;  and 
(<f)  where  a  substituted  standard  has  been  adopted  in 
the  case  of  any  trade  or  business  for  any  accounting  period 
the  provisions  of  paragraph  (4)  of  section  twenty-six  of 
the  Finance  Act,  1917,  as  amended  by  this  Part  of  this 
Act,  shall  not  have  effect  as  regards  that  trade  or  business 
in  respect  of  that  accounting  period. 

(e)  Nothing  in  this  paragraph  shall  affect  the  operation 
of  any  agreements  made  between  the  Food  Controller  and 
the  owners  of  controlled  flour  mills  which  provide  for  de- 
termining the  amount  of  any  payment  to  be  made  or  re- 
ceived under  such  agreements  by  reference  to  the  pre-war 
standard  of  profits,  and  any  such  agreements  shall  have 
effect  as  if  this  Act  had  not  passed. 
Jn  this  paragraph — 

The  expression  "trade  or  business"  means  any  trade  or  busi- 
ness carried  on  either  by  an  individual  or  by  persons  in 
partnership  or  by  a  private  company  within  the  meaning  of 
the  Companies  (Consolidation)  Act,  1908; 
The  expression  "proprietor"  means,  as  the  case  may  be,  the 
individual  carrying  on  the  business,  any  partner  in  the 
partnership,  or  any  director  of  the  company  owning  not 
less  than  twenty  per  cent  of  the  share  capital  or  stock 
of  the  company; 
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The  expression  "working  proprietor"  means  a  proprietor 
who  has,  during  not  less  than  one  half  the  accounting 
period,  worked  full  time  in  the  actual  management  or  con- 
duct of  the  trade  or  business,  but  no  person  shall  be  deemed 
to  be  a  working  proprietor  in  the  same  accounting  period 
in  respect  of  more  than  one  trade  or  business ; 

Where  any  person  who  served  during  the  war  as  a  member 
of  any  of  the  naval  or  military  forces  of  the  Crown  or  of 
the  Air  Force  or  in  service  of  a  naval  or  military  character 
in  connection  with  the  war,  for  which  payment  was  made 
out  of  moneys  provided  by  Parliament,  or  in  any  work 
abroad  of  the  British  Red  Cross  Society  or  the  Order  of 
St.  John  of  Jerusalem  or  any  other  body  with  similar  ob- 
jects, and  was  before  entering  on  such  service  working 
full  time  in  the  actual  management  or  conduct  of  a  trade 
or  business,  has  died  and  the  trade  or  business  is  being 
carried  on  for  the  benefit  of  his  widow,  the  same  standard 
shall  be  allowed  for  the  trade  or  business  as  would  have 
beeen  allowed  under  the  foregoing  provisions  of  this  section 
if  the  deceased  person  had  been  a  working  proprietor  dur- 
ing the  accounting  period. 

(2)  Any  trade  or  business  carried  on  or  owned  by  a  company  or 
other  body  corporate  whose  directors  have  a  controlling  inter- 
est shall,  for  the  purpose  of  the  provisions  of  the  principal  Act 
relating  to  the  statutory  percentage  as  amended  by  any  other 
enactment,  be  treated  as  if  it  were  a  trade  or  business  carried 
on  or  owned  by  a  body  other  than  a  body  corporate: 

In  this  paragraph  the  expression  "director"  includes  any 
person  engaged  in  the  management  of  the  trade  or  business 
whose  remuneration  is  provided  out  of  the  funds  of  the  trade 
or  business. 

(3)  In  paragraph  (4)  of  Part  II.  of  the  Fourth  Schedule  to  the 
principal  Act  the  words  "during  the  first  accounting  period" 
shall  be  substituted  for  the  words  "during  the  accounting 
period." 

46.  Amendment  of  ss.  (S)  of  s.  38  of  5  S,-  6  Geo.  5.  c.  89,  with  re- 
spect to  munitions  exchequer  pai/ments. — For  the  purposes  of  any 
claim  to  repayment  or  set-off  under  subsection  (3)  of  section  thirty- 
eight  of  the  principal  Act  (which  provides  for  the  repayment  of  excess 
profits  duty  paid  and  for  a  set-off  against  excess  profits  duty  payable), 
any  sum  paid  by  the  claimant  by  way  of  munitions  exchequer  pay- 
ments shall  be  treated  as  though  it  were  a  sum  paid  by  way  of  excess 
profits  duty. 

47.  Amendments  of  s.  26  of  7  Sf  8  Geo.  5.  c.  31  as  respects  account- 
ing periods  ending  after  31st  December  1919. — In  the  application  of 
Part  III.  of  the  principal  Act  to  excess  profits  duty  for  any  accounting 
period  ending  after  the  thirty-first  day  of  December,  nineteen  hun- 
dred and  nineteen,  section  twenty-six  of  the  Finance  Act,  1917,  shall 
have  effect  as  though  in  paragraph   (1)   "five  per  cent"  were  substi- 
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tuted  for  "three  per  cent,"  and  as  though  in  paragraph  (4)  for  the 
words  "five  hundred  pounds"  and  "two  thousand  pounds,"  respectively, 
wherever  those  words  occur,  there  were  substituted  the  words  "two 
thousand  pounds"  and  "four  thousand   pounds,"   respectively. 

48.  Alloxvance  in  respect  of  charitable  contributions. — Where,  out 
of  the  profits  of  a  trade  or  business,  any  contribution  lias  been  made 
after  the  sixteenth  day  of  July,  nineteen  hundred  and  twenty,  to 
any  trust,  society,  or  body  of  persons  in  the  United  Kingdom  estab- 
lished solely  for  the  purpose  of  the  relief  of  the  poor  or  the  sick,  or 
for  the  advancement  of  religion,  education,  or  for  scientific  research, 
there  shall,  for  the  purposes  of  excess  profits  duty,  be  allowed,  in  the 
computation  of  the  profits  of  the  trade  or  business  arising  in  the  ac- 
counting period  within  which  such  contribution  was  made,  a  deduction 
in  respect  of  such  contribution  of  an  amount  not  exceeding  five  per 
cent  of  those  profits  as  calculated  for  the  jjurposes  of  excess  profits 
duty  (before  adjustment  for  increased  or  decreased  capital  and  be- 
fore making  any  deduction  under  this  section),  and  not  exceeding 
twenty  per  cent  of  the  amount  of  such  contribution. 

This  section  shall  not  apply  to  any  contribution  which,  apart  from 
the  provisions  of  this  section,  would  be  admissible  as  a  deduction 
from  profits  for  the  purposes  of  excess  profits  duty. 

49.  Increase  of  rate  of  excess  mineral  rights  duty. — (1)  Section 
forty-three  of  the  principal  Act  (which  relates  to  excess  mineral  rights 
duty)  shall  have  effect  as  if  sixty  per  cent  of  the  excess  were  sub- 
stituted as  the  rate  of  duty  for  forty  per  cent  for  any  accounting  year 
commencing  on  or  after  the  first  day  of  January,  nineteen  hundred 
and  twenty,  or,  in  the  case  of  an  accounting  year  which  commenced 
before  that  date  but  ends  after  that  date,  as  if  sixty  per  cent  were 
substituted  for  forty  per  cent  as  respects  so  much  of  the  excess  as 
may  be  apportioned  under  this  Act  to  the  part  commencing  on  that 
date,  and  any  additional  duty  may  be  recovered  accordingly. 

(2)  The  proviso  to  section  twenty-one  of  the  Finance  Act,  1917 
{7  Sf  8  Geo.  5.  c.  31),  shall  apply  to  any  accounting  year  in  respect  of 
which  or  any  part  of  which  excess  mineral  rights  duty  is  payable  un- 
der this  Part  of  this  Act  at  the  rate  of  sixty  per  cent,  as  it  applies 
where  the  said  duty  is  payable  at  the  rate  of  eighty  per  cent. 

50.  Apportionment  of  accounting  periods  ahd  years. — Where  part 
of  an  accounting  period  or  of  an  accounting  year  is  after,  and  part 
before,  the  beginning  of  the  first  day  of  January,  nineteen  hundred 
and  twenty,  the  total  excess  profits  and  any  deficiencies  or  losses  aris- 
ing in  any  such  accounting  period,  and  the  total  excess  rent  for  any 
such  accounting  year,  shall  be  apportioned  between  the  time  up  to, 
and  the  time  after,  that  date  in  proportion  to  the  number  of  months 
or  fractions  of  months  before  and  after  that  date  respectively. 

51.  Interpretation. — In  this  Part  of  this  Act  references  to  the  prin- 
cipal Act,  or  to  any  provisions  of  that  Act,  shall  be  construed  as  ref- 
erences to  that  Act,  or  those  provisions  as  amended  and  extended  by 
any   subsequent   enactment. 
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Text  of  Finance  Act,  1920,  relating  to  Corporation  Profits  Tax 

(10  &  11   Geo,  5,  eh.  18,  4th  Aug.,  1920) 

********* 

Part  V 
Corporation  Profits  Tax 

52.  Charge  of  corporation  profits  tax. —  (1)  Subject  as  provided  in 
this  Act,  there  shall  be  charged,  levied  and  paid  on  all  profits  being 
profits  to  which  this  Part  of  this  Act  applies  and  which  arise  in  an 
accounting  period  ending  after  the  thirty-first  day  of  December,  nine- 
teen hundred  and  nineteen,  a  duty  (in  this  Act  referred  to  as  "corpo- 
ration profits  tax")  of  an  amount  equal  to  five  per  cent  of  those 
profits : 

Provided  that — 

(a)  where  the  profits  are  profits  arising  in  an  accounting  period 
of  twelve  months,  no  tax  shall  be  charged  on  the  first  five 
hundred  pounds  thereof,  and  where  the  profits  are  profits 
arising  in  some  shorter  accounting  period,  no  tax  shall  be 
charged  on  such  amount  of  the  profits  as  bears  to  five  hun- 
dred pounds  the  same  proportion  as  the  shorter  accounting 
period  bears  to  twelve  months;  and 

(b)  the  amount  of  tax  payable  in  respect  of  the  profits  of  a 
British  company  for  any  accounting  period  shall  in  no  case 
exceed  the  amount  represented  by  ten  per  cent  of  the  bal- 
ance of  the  profits  of  that  period  estimated  in  accordance 
with  the  provisions  of  this  Part  of  this  Act,  after  deducting 
from  the  amount  of  those  profits  any  interest  or  dividends 
actually  paid  out  of  those  profits  at  a  fixed  rate  on  any  de- 
bentures, debenture  stock,  preference  shares  (so  far  as  the 
dividend  paid  thereon  is  at  a  fixed  rate)  or  permanent  loan 
issued  before  the  commencement  of  this  Act,  or  on  any 
debentures,  debenture  stock,  or  permanent  loan  issued  after 
that  date  for  the  purpose  of  replacing  an  equal  amount  of 
any  debentures,  debenture  stock,  or  permanent  loan  issued 
after  that  date. 

(2)  The  profits  to  which  this  Part  of  this  Act  applies  are,  subject 
as  herinafter  provided,  the  following,  that  is  to  say: — 

(a)  the  profits  of  a  British  company  carrying  on  any  trade  or  busi- 
ness, or  any  undertaking  of  a  similar  character,  including  the 
holding  of  investments: 
(6)   the  profits  of  a  foreign  company  carrying  on  in  the  United 
Kingdom  any  trade  or  business,  or  any  undertaking  of  a  simi- 
lar character,  so  far  as  those  profits  arise  in  the  United  King- 
dom. 
Provided  that  this  Part  of  this  Act  shall  not,  during  the  period  be- 
tween the  first  day  of  January,  nineteen  hundred  and  twenty,  and  the 
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tliirty-first  day  of  December,  nineteen  liundred  and  twenty-two,  ap- 
ply to  the  profits  of — 

(i)  a  company  wliicli  carries  on  wholly  in  the  United  Kingdom 
any  gas,  water,  electricity,  tramway,  hydraulic  ])ower,  dock, 
canal,  or  railway  undertaking,  and  whicli  by,  or  by  virtue  of, 
any  Act  is  precluded  either  from  charging  any  higher  price,  or 
from  distributing  any  higher  rate  of  dividend  than  that  author- 
ised by,  or  by  virtue  of,  the  Act;  or 
(ii)  any  company  being  a  building  society. 
(3)   In  this  Part  of  this  Act — 

The  exj^ression  "company"  means  any  body  corporate  so  con- 
stituted that  the  liability  of  its  members  is  limited,  but  does 
not  include  a  company  formed  before  the  commencement  of 
this  Act  whose  assets  consist  wholly  of  stock  or  other  securi- 
ties issued  by  any  public  authority  and  formerly  held  by  the 
persons  by  whom  the  company  was  formed: 
The  expression  "British  company"  means  any  company  incor- 
porated by  or  under  the  laws  of  the  United  Kingdom: 
The  expression  "foreign  company"  means  any  company  which  is 

not  a  British  company: 
The  expression  "permanent  loan"  means  a  loan  of  a  permanent 
character  which  is  secured  by  mortgage  or  debentures  or  other- 
wise on  the  assets  or  income  of  a  company  and  which,  if  sub- 
ject  to   repayment,   is   subject   to   repayment   at  not   less   than 
three  months'  notice. 
53.  Determination  of  profits. —  (1)  For  the  purpose  of  this  Part  of 
this  Act  profits  shall  be  taken  to  be  the  actual  profits  arising  in  the 
accounting  period,  and  shall  not  be  computed  by  reference  to  the  in- 
come tax  year  or  on  the  average  of  any  years. 

(2)  Subject  to  the  provisions  of  this  Act  profits  shall  be  the  profits 
and  gains  determined  on  the  same  principles  as  those  on  which  the 
profits  and  gains  of  a  trade  would  be  determined  for  the  purposes  of 
Schedule  D,  set  out  in  the  First  Schedule  to  the  Income  Tax  Act, 
1918,  as  amended  by  any  subsequent  enactment,  whether  the  profits 
are  assessable  to  income  tax  under  that  Schedule  or  not: 
Provided  that  for  the  purpose  of  this  Part  of  this  Act — 

(«)  profits  shall  include  all  profits  and  gains  arising  from  any 
lands,  tenements,  or  hereditaments  forming  part  of  the  as- 
sets of  a  company,  and  all  interest,  dividends  and  other  in- 
come arising  from  investments  or  any  other  source  and  re- 
ceived in  the  accounting  period,  not  being  interest,  dividends 
or  income  received  from  a  company  liable  to  be  assessed  to 
corporation  jDrofits  tax  in  respect  thereof,  and  no  deduction 
shall  be  allowed  on  account  of  the  annual  value  of  any  prem- 
ises used  for  the  purposes  of  the  company: 
(b)  deductions  shall  be  allowed  in  respect  of  interest  on  money 
borrowed  for  the  purposes  of  the  company  and  for  rent  or 
royalties  or  share  of  profits  distributed  to  emjDloyees  under  a 
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profit-sharing  scheme,  and  of  any  other  payment  income  tax 
on  which  is  collected  at  the  source,  not  Jaeing  payments  of 
dividends  or  payments  for  the  distribution  of  profits,  so, 
however,  that  no  deduction  shall  be  allowed  in  respect  of 
royalties  paid  to  or  interest  on  money  borrowed  from,  a 
person  having  a  controlling  interest  in  the  company,  whether 
directly  or  indirectly,  or  v/hether  solely  or  jointly  with  other 
persons,  or  in  respect  of  interest  paid  on  permanent  loans : 

(c)  any  deduction  allowed  in  respect  of  the  remuneration  of  any 
director,  manager  or  other  person  concerned  in  the  manage- 
ment of  a  company,  who  has  a  controlling  interest  in  the 
company,  whether  directly  or  indirectly,  and  whether  solely 
or  jointly  with  any  other  persons,  shall  not  exceed  an  amount 
calculated  at  the  rate  of  one  thousand  pounds  per  annum: 

(d)  no  deduction  shall  be  allowed  in  respect  of  any  transaction 
or  operation  of  any  nature,  which  has  artificially  reduced 
the  amount  to  be  taken  as  the  amount  of  the  profits  of  the 
company  for  the  purposes  of  this  Part  of  this  Act: 

(e)  no  deduction  on  account  of  wear  and  tear  or  renewals  or  ob- 
solescence or  any  expenditure  of  a  capital  nature  for  the  de- 
velopment of  the  company  or  otherwise  in  respect  thereof 
shall  be  allowed  other  than  such  as  may  be  allowed  under 
the  enactments  relating  to  income  tax: 

(/)  no  deduction  shall  be  allowed  on  account  of  the  liability  to 
pay,  or  the  payment  of,  income  tax  or  corporation  profits  tax: 

(g)  a  deduction  shall  be  allowed  on  account  of  any  excess  profits 
duty  jjayable  or  paid  in  the  United  Kingdom  and  for  any 
sum  payable  or  paid  on  account  of  excess  profits  duty  or 
similar  duty  imposed  in  any  country,  outside  the  United 
Kingdom  for  the  same  accounting  period,  but  in  computing 
.  profits  for  the  purposes  of  Excess  Profits  Duty  in  the  United 
Kingdom  no  deduction  shall  be  allowed  on  account  of  the 
liability  to  pay  or  the  payment  of  tax  under  this  Part  of  this 
Act: 

(/i)  profits  shall  include  in  the  case  of  mutual  trading  concerns 
the  surplus  arising  from  transactions  with  members,  and  in 
the  case  of  a  society  registered  under  the  Industrial  and 
Provident  Societies  Act,  1893,  {56  4-  57  Vict.  c.  39),  any 
sums  paid  by  way  of  bonus,  discount  or  dividend  on  pur- 
chases, shall  be  treated  as  trade  expenses,  and  a  deduction 
shall  accordingly  be  allowed  in  respect  thereof: 

(«)  in  the  case  of  a  company  carrying  on  the  business  of  life  as- 
surance the  part  of  the  profits  belongnig  or  allocated  to,  re- 
served for  or  expended  on  behalf  of  policy  holders  or  an- 
nuitants shall  be  apportioned  between  the  profits  of  the  com- 
pany directly  liable  to  assessment  to  corporation  profits  of 
the  company  directly  liable  to  assessment  to  corporation 
profits  tax  and  the  profits  not  so  liable,  and  a  deduction  shall 
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be  allowed  of  the  amount  so  apportioned  to  the   profits  so 
liable : 

Where  a   company   carries   on   life   assurance   business   in 
conjunction  with   assurance  business  of  any   other  class  the 
life  assurance   business   of  the  company  sliall,   for  the   pur- 
poses of  apportionment  under  this  paragraph  but  for  no  other 
purpose^,  be  treated  as  if  it  were  a  separate  business  carried 
on  by  a  separate  company: 
(j)   any  sum  received  by  way  of  repayment  of  excess  profits  duty 
in  respect  of  a  previous  accounting  period  under  subsection 
(3)  of  section  thirty-eight  of  the  Finance  (No.  2)  Act,  1915, 
and  subsequent  amendments  thereof  sliall  be  excluded  from 
the  profits  taxable: 
{h)    In  the  case  of  any  contract  extending  beyond  one  accounting 
period  from  the  date  of  its  commencement  to  tiie  completion 
thereof,    and    only    partially    performed    in    any    accounting 
period,    there    shall    (unless    the    Commissioners    of    Inland 
Revenue  owing  to   any  special  circumstances   otherwise   di- 
rect)   be    attributed   to    each    of    the    accounting    periods    in 
which  such  contract  was  partially  performed  such  proportion 
of  the  entire  profits  or  loss,  or  estimated  profits  or  loss,  in 
respect  of  the  complete  performance  of  the  contract  as  shall 
be  properly  attributable  to  such  accounting  periods  respec- 
tively,  having   regard   to   the   extent   to    which   the   contract 
was   performed  in  such  periods. 
(3)   Where   a  company    (hereinafter   referred  to   as   "the   principal 
company")  holds  either  in  its  own  name  or  in  that  of  a  nominee  the 
whole  of  the  ordinary  capital  of  any  other  comjoany   (hereinafter  re- 
ferred  to  as   "the  subsidiary   compan}^")    or   so  much  of  that  capital 
as  under  the  general  law  can  lawfully  be  held  by  a  single  shareholder, 
the  profits  of  the  subsidiary  company  shall,  if  an  application  in  that 
behalf   is   made   by   the   principal   company,   be   treated   for   the   pur- 
poses of  this   Part  of  this  Act  as   being  the  profits  of  the  principal 
company  as  if  the  subsidiary  company  were  a  branch  of  the  principal 
company,  and  the  subsidiary  company  shall  not  be  separately  assessed 
to  tax  under  this  Part  of  this  Act: 

Provided  that  in  ascertaining,  under  paragraph  (6)  of  subsection 
(1)  of  the  last  preceding  section,  the  maximum  amount  of  tax  pay- 
able by  the  principal  company,  no  deduction  shall  be  allowed  in  re- 
spect of  any  payments  made  by  the  subsidiary  company  to  the  prin- 
cipal company,  or  any  other  company  Avhich  in  relation  to  the  princi- 
pal company  is  a  subsidiary  company  within  the  meaning  of  this  sub- 
section. 

54.  Determination  of  accounting  period. —  (1)  For  the  purposes  of 
the  tax  under  this  Part  of  this  Act  the  accounting  period  shall  be  a 
period  of  twelve  months  ending  on  the  date  up  to  which  the  accounts 
of  the  company  are  usually  made  up : 

Provided  that  where  the  accounts  of  a  company  have  been  made  up 
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for  a  period  greater  or  less  than  twelve  months,  or  wliere  the  accounts 
have  not  been  made  up  or  where  the  company  has  ceased  to  carry  on 
business  or  has  transferred  its  business  or  part  of  its  business  to  some 
other  person,  the  accounting  period  shall  be  such  period  not  exceeding 
twelve  months  as  the  Commissioners  of  Inland  Revenue  may  deter- 
mine. 

(2)  In  the  case  of  a  company  which  was  in  existence  before  the 
beginning  of  the  first  day  of  January,  nineteen  hundered  and  twenty, 
the  first  accounting  period  for  the  purpose  of  this  Part  of  this  Act 
shall  be  the  first  accounting  period  of  the  company  which  ends  after 
that  date: 

Provided  that  where  part  of  an  accounting  period  is  after  and  part 
before  the  beginning  of  the  first  day  of  January,  nineteen  hundred 
and  twenty,  the  total  profits  of  the  accounting  period  shall  be  appor- 
tioned between  the  period  up  to  and  the  period  beginning  on  that 
date  in  proportion  to  the  respective  lengths  of  those  periods^  and  cor- 
poration profits  tax  shall  be  charged  only  on  so  much  of  the  profits 
as  are  apportioned  to  the  period  beginning  on  that  date,  and  that 
period  shall  be  deemed  to  be  an  accounting  period  for  the  purpose  of 
this  Part  of  this  Act. 

(3)  The  Commissioners  of  Inland  Revenue  may,  if  they  think  fit, 
divide  any  periods  for  which  accounts  have  been  made  up,  and  may 
make  such  apportionments  or  aggregations  of  profits  and  losses  as 
may  be  necessary  for  the  purpose  of  estimating  the  profits  or  losses 
for  the  yearly  accounting  period,  or  for  any  other  purpose  of  this 
Part  of  this  Act. 

Any  apportionment  under  this  subsection  shall  be  made  in  propor- 
tion to  the  number  of  months  or  fractions  of  months  in  the  respective 
periods   representing  the  divided  periods. 

55.  Returns  for  purpose  of  Part  V  and  penalty  for  fictitious  trans- 
actions.— (1)  The  Commissioners  of  Inland  Revenue  may,  for  the 
purposes  of  this  Part  of  this  Act,  require  the  secretary  of  a  company 
or  other  officer  (by  whatever  name  called)  performing  the  duties  of 
secretary  of  the  company,  or,  in  the  case  of  a  foreign  company,  anj 
person  being  an  agent,  manager,  factor,  or  representative  (by  what- 
soever name  called)  of  the  company,  to  furnish  them  within  two 
months  after  the  requirement  for  the  return  is  made  v/ith  returns  of 
the  profits  of  the  company  during  any  accounting  period  and  such 
other  particulars  in  connection  therewith  as  the  Commissioners  may 
require. 

(2)  Where  the  profits  of  any  company  are  chargeable  to  corpora- 
tion profits  tax  under  this  Part  of  this  Act  it  shall  be  the  duty  of 
every  person  who  may  be  required  to  make  a  return  under  this  sec- 
tion to  give  notice  that  the  profits  are  so  chargeable  to  the  Commis- 
sioners of  Inland  Revenue  within  six  months  of  the  end  of  the  period 
for  which  the  accounts  of  the  company  are  made  up,  unless  he  has 
been  previously  required  by  the  Commissioners  to  make  a  return  un- 
der this  section,  and  it  shall  be  the  duty  of  the  liquidator  of  every 
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comi)any  which  is  being  wound  up  at  the  time  of  the  commencement 
of  this  Act  or  is  wound  up  after  the  commencement  of  this  Act,  and 
is  chargeable  to  corporation  profits  tax,  to  give  notice  of  the  fact  to 
the  Commissioners  of  Inland  Revenue. 

(3)  If  any  person  fails  to  furnish  a  proper  return  in  accordance 
with  the  foregoing  provisions  of  this  section  or  to  comply  M'ith  any 
requirement  of  the  Commissioners  under  this  section,  or  to  give  any 
notice  required  by  this  section,  he  shall  be  liable  on  summary  convic- 
tion to  a  fine  not  exceeding  one  hundred  pounds  and  to  a  further 
fine  not  exceeding  ten  pounds  a  day  for  every  day  during  which  the 
offence  continues  after  conviction  therefor. 

(4)  A  company  shall  not,  for  the  purpose  of  avoiding  the  payment 
of  corporation  profits  tax,  enter  into  or  carry  out  any  fictitious  or 
artificial  transaction. 

If  any  company  acts  in  contravention  of  this  provision,  the  com- 
pany, and  in  the  case  of  a  foreign  company  the  agent,  manager,  factor, 
or  other  representative  of  the  company,  shall  be  liable  on  summary 
conviction  to  a  fine  not  exceeding  five  hundred   pounds. 

56.  Supplementary  provisions  as  to  corporation  profits  tax. — (l) 
Corporation  profits  tax  shall  be  assessed  by  the  Commissioners  of 
Inland  Revenue  and  shall  be  payable  on  the  expiration  of  two  months 
from  the  date  on  which  it  is  assessed. 

(2)  Where  a  company  on  whose  profits  the  tax  is  to  be  assessed  is 
a  British  company  the  tax  shall  be  assessed  on  the  company,  and 
where  the  company  on  whose  profits  the  tax  is  to  be  assessed  is  a 
foreign  company  the  tax  shall  be  assessed  on  the  corajDany  in  the  name 
of  any  agent,  manager,  factor  or  other  representative  of  the  company. 

(3)  Where  a  company  is  in  the  course  of  being  wound  up,  the 
liquidator,  receiver  or  other  person  having  the  control  of  the  assets 
of  the  company  shall  not  distribute  the  same  until  provision  has  been 
made  to  the  satisfaction  of  the  Commissioners  of  Inland  Revenue  for 
the  payment  of  any  corporation  profits  tax  for  which  the  company 
may  be  liable. 

Any  liquidator,  receiver  or  such  other  person  as  aforesaid  who  dis- 
tributes the  assets  of  the  company  without  making  such  provision  as 
aforesaid  shall  be  liable  to  a  fine  not  exceeding  three  times  the  amount 
of  any  corporation  profits  tax  which  may  be  payable. 

(4)  An  assessment  (including  an  additional  assessment)  may  be 
made  by  the  Commissioners  of  Inland  Revenue  at  any  time  within 
six  years  after  the  end  of  the  accounting  period  in  respect  of  the 
profits  on  which  the  assessment  is  made,  and  in  the  absence  of  a  satis- 
factory return  or  other  information  on  which  to  make  an  assessment 
the  Commissioners  may  make  an  assessment  according  to  the  best  of 
their  judgment. 

(5)  The  amount  of  corporation  profits  tax  payable  shall  be  re- 
coverable as  a  debt  due  to  His  Majesty  from  the  company  on  which 
it  is  assessed,  or  in  the  case  of  a  foreign  company  from  the  person  in 
whose  name  the  company  is  chargeable,  and  Avhere  the  amount  of  tax 
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payable  is  less  than  fifty  pounds  the  tax  shall,  without  prejudice  to 
any  other  remedy,  be  recoverable  summarily  as  a  civil  debt. 

(6)  Any  company  which  is  dissatisfied  with  the  amount  of  any  as- 
sessment made  upon  it  by  the  Commissioners  of  Inland  Revenue  un- 
der this  Part  of  this  Act  may  appeal  to  the  Commissioners  for  the 
general  purposes  of  income  tax  acting  for  the  division  in  which  the 
company  is  assessed  for  income  tax  or  to  the  Commissioners  for  the 
special  purposes  of  the  Income  Tax  Acts,  and  those  Commissioners 
shall  have  power  on  any  appeal,  if  they  think  fit,  to  summon  witnesses 
and  examine  them  upon  oath. 

The  power  under  section  one  hundred  and  ninety-six  of  the  Income 
Tax  Act,  1918,  to  require  an  appeal  in  Ireland  to  the  Special  Com- 
missioners to  be  reheard  by  the  county  court  judge,  or  chairman  of 
quarter  sessions,  or  recorder,  shall  apply  to  an  appeal  in  Ireland  under 
this  provision. 

Section  one  hundred  and  forty-nine  of  the  Income  Tax  Act,  1918 
(which  relates  to  the  statement  of  a  case  on  a  point  of  law),  shall 
apply  with  the  necessary  modifications  in  the  case  of  any  appeal  to 
the  General  or  Special  Commissioners  under  this  section,  or  of  the 
rehearing  of  any  such  appeal  in  Ireland,  as  it  applies  in  the  case  of 
appeals  to  the  General  or  Special  Commissioners  under  the  Income 
Tax  Acts. 

(7)  The  commissioners  of  Inland  Revenue  may  make  regulations 
with  respect  to  the  assessment  and  collection  of  the  corporation  profits 
tax  and  the  hearing  of  appeals  under  this  section,  and  may  by  those 
regulations  apply  and  adapt  any  enactments  relating  to  the  assess- 
ment and  collection  of  income  tax,  or  the  hearing  of  appeals  as  to 
income  tax  by  the  General  or  Special  Commissioners,  which  do  not 
otherwise  apply. 

(8)  All  Commissioners  and  other  persons  employed  for  any  pur- 
pose in  connection  with  the  assessment  or  collection  of  corporation 
profits  tax  shall  be  subject  to  the  same  obligations  as  to  secrecy  with 
respect  to  corporation  profits  tax  as  those  persons  are  subject  to  with 
respect  to  income  tax,  and  any  oath  taken  by  any  such  person  as  to 
secrecy  with  respect  to  income  tax  shall  be  deemed  to  extend  also  to 
secrecy  with  respect  to  corporation  profits  tax. 
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Assessment   of   Insurance   Companies   Under  vhe   Excess   Profits 

Duty 

The  following  specific  queries  were  submitted  to  the  Board  of  In- 
land Revenue  regarding  the  method  of  arriving  at  the  tax  liability 
of  insurance  companies  under  the  British  Excess  Profits  Duty: 

"What  is  the  method  of  computing  tlie  net  income  and  invested 
capital  of  insurance  companies,  particularly  mutual  life  insurance 
companies?  If  additions  to  reserves  are  allowable  deductions^  are  the 
corresponding  reserves  treated  as  part  of  the  invested  capital,  rather 
than  as  liabilities,  for  purposes  of  the  Excess  Profits  Duty?  In  gen- 
eral, are  reserves  similar  to  the  re-insurance  or  main  policy  reserve 
of  a  life  insurance  company  treated  as  'borrowed  money'  in  com- 
puting invested  capital?  By  'invested  capital'  is  meant  the  capital 
sum  to  which  the  percentage  deduction  is  applied  when  that  method 
of  computing  the  principal  deduction  or  credit  under  the  Excess 
Profits  Duty  is  employed." 

The  reply  of  the  British  officials,  which  appears  in  detail  below,  re- 
veals (1)  that  mutual  life  insurance  companies  are  not  considered  to 
be  "carrying  on  business"  within  the  scope  of  the  Excess  Profits  Duty 
legislation:  (2)  that  life  insurance  companies  in  general,  although  with- 
in the  scoj^e  of  the  application  of  the  law,  have  not  made  profits  great 
enough  to  render  them  liable:  and  (3)  that  other  types  of  insurance  com- 
panies are  taxed  under  interesting  compromise  plans  evolved  as  the 
result  of  appeals  to  the  Board  of  Referees: 

"As  regards  fire,  accident  and  general  insurance  companies  (other 
than  life  and  marine),  the  invested  capital  does  not  form  the  basis 
of  the  pre-war  standard  of  profits  that  is  to  be  allowed  in  calculating 
the  excess.  The  companies  applied  under  Section  42  of  the  Finance 
(No.  2)  Act,  1915,  for  an  altered  basis  on  the  ground  that  the  capital 
employed  in  the  business  is  small  compared  with  the  capital  at  stake. 
The  Board  of  Referees  ordered  that  the  percentage  laid  down  by  the 
Act  should  be  granted  on  the  capital  at  stake,  which  they  determined 
should  be  taken  to  be  equivalent  to  one-half  of  the  net  premium  in- 
come of  the  year  at  the  end  whereof  capital  is  to  be  reckoned. 

"In  these  cases  the  net  income  corresponds  roughly  with  the  net 
profit  shown  by  the  accounts,  except  that  income  from  invested  capital 
is  excluded.  Any  increase  or  decrease  in  reserve  for  unexpired  risks, 
or  for  claims  received  but  not  adjusted,  is  taken  into  account;  but  no 
allowance  is  made  for  reserves  for  other  purposes,  or  for  a  general 
reserve. 

"As  regards  marine  insurance  companies,  the  percentage  is  also 
applied  to  the  capital  at  stake  and  not  to  the  invested  capital.  The 
capital  at  stake  is  (by  virtue  of  an  order  of  the  Board  of  Referees) 
to  be  taken  as  the  equivalent  of  the  net  premium  income  of  the  year 
at  the  end  whereof  capital  is  to  be  reckoned. 

"The  net  income  corresponds  roughly  with  the  net  profits  shown  by 
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the  accounts,  except  that  income  from  invested  capital  is  excluded. 
Ordinarily  the  account  of  a  particular  year  is  not  closed  until  two 
years  after  its  termination.  In  practice  provisional  assessments  are 
made,  and  are  adjusted  when  the  account  has  been  completed.  Any 
necessary  reserve  for  outstanding  claims  at  the  close  of  the  account 
is  allowed,  but  no  allowance  is  made  for  other  reserves  or  for  a  gen- 
eral reserve. 

"As  regards  life  insurance  companies,  the  question  of  a  liability  in 
respect  of  excess  profits  has  not  been  found  to  arise.  Under  the 
British  income  tax  acts,  a  life  insurance  company  is  chargeable  to 
income  tax  on  the  interest  on  its  investments  (less  the  expenses  of 
management,  including  commissions),  or  on  the  amount  of  its  profits 
(including  amounts  allotted  to  policy  holders), — whichever  is  the 
greater.  If  the  same  basis  of  computing  income  were  adopted  for 
excess  profits  duty,  and  capital  were  taken  to  be  the  whole  funds  in- 
cluding the  investments,  it  is  obvious  that  the  income  would  not  be 
likely  to  exceed  6  per  cent  of  the  capital,  in  view  of  the  nature  of  the 
investments  of  a  like  office.  On  the  other  hand,  if,  for  Excess  Profits 
Duty  i3urposes,  only  the  profits  credited  to  the  account  of  the  share- 
holders and  only  the  capital  of  the  shareholders  were  to  be  consid- 
ered, although  those  profits  might  often  exceed  6  per  cent  of  that 
capital,  it  would  be  very  unusual,  owing  to  war  mortality  and  de- 
preciation of  investments,  to  find  that  the  profits  credited  to  share- 
holders' account  exceeded  the  profits  so  credited  in  the  pre-war  stan- 
dard years,  which  in  the  case  of  the  British  Excess  Profits  Duty  can 
always  be  adopted  for  standard  purposes,  instead  of  the  percentage 
on  capital,  which  is  merely  an  alternative  standard  granted  in  the 
interests  of  the  taxpayer  in  cases  where  the  pre-war  profits  were  very 
low. 

"It  will  be  appreciated  from  the  above,  that  the  question  of  an  Ex- 
cess Profits  Duty  calculation  for  life  assurance  companies  has  only 
arisen  in  connection  with  a  deficit  below  the  pre-war  standard  of 
profits,  in  the  case  of  composite  companies  carrying  on  life  business, 
together  with  fire,  marine,  accident  or  general  business,  in  which  lat- 
ter classes  of  business  there  have  been  excess  profits  against  which 
it  is  desired  to  set  off  the  deficit  in  the  life  business.  This  point  has 
arisen  lately,  and  .  .  .  the  method  of  computation  has  not  been 
finally  arranged.   .  .  . 

"Mutual  Life  Insurance  Companies  are  not  regarded  as  carrying 
on  the  businesses  within  the  scope  of  the  Excess  Profits  Duty  legis- 
lation. 

"Under  the  Excess  Profits  Duty  rules,  any  borrowed  money  or 
debts  fail  to  be  deducted  in  computing  capital.  Although  the  point 
has  not  arisen  in  a  form  that  has  necessitated  a  decision,  it  is  con- 
sidered that  the  reserve  made  by  the  actuary  as  representing  the 
liability  to  policy  holders  could  not  be  held  to  be  borrowed  money, 
but  that  it  could  be  held  to  be  a  debt,  inasmuch  as  the  policy  holders 
have  a  vested  interest. 

"It  is  considered  that,  if  under   the   British   Excess   Profits    Duty 
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law  it  became  necessary  to  calculate  the  capital  of  a  proprietary  life 
insurance  company,  it  sliould  be  computed  by  taking  the  amount  of 
the  Balance  Sheet  Assets,  and  deducting  therefrom  the  Balance  Sheet 
Liabilities  exclusive  of  the  sliareholders'  capital,  but  including  the 
whole  of  the  Life  Assurance  Fund,  and  any  reserve  funds  so  far  as 
they  are  held  for  the  exclusive  benefit  of  policy  holders.  It  is  be- 
lieved that  this  would  give  a  fair  measure  of  the  shareholders'  capi- 
tal in  the  business,  except  that  in  some  cases  a  fraction  of  the  undi- 
vided surplus  of  the  life  fund  might  be  held  to  appertain  to  the  share- 
holders. The  general  result  would  often  be  that  that  capital  so  calcu- 
lated would  be  relatively  small,  and  it  might  result  in  application  be- 
ing made  to  the  Board  of  Referees  to  substitute  capital  at  stake  for 
capital  invested,  wherever,  as  hapjDens  in  most  cases,  there  is  con- 
siderable uncalled  capital.  The  strain  on  capital  in  the  case  of  most 
life  insurance  companies  is,  of  course,  very  small,  and  it  is  not  antici- 
pated that  if  such  an  application  were  made,  the  decision  would  be 
anything  like  so  favorable  to  the  companies  as  in  the  case  of  the  ap- 
plication by  fire,  accident  and  general  companies.  As,  however,  .... 
any  question  is  only  likely  to  arise  in  claims  to  set  off  a  deficit  in  a 
life  assurance  business  against  an  excess  in  another  business,  and  as 
the  allowance  of  such  a  claim  does  not  rest  on  statutory  authority 
but  on  administrative  concession,  it  is  not  anticipated  that  there  will 
be  difficulty  in  gaining  acceptance  of  a  method  that  provides  sub- 
stantial justice." 
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Langdon,  a.  M.  The  Excess  Profits  Duty  and  Excess  Mineral  Rights 
Duty.     (Stephens  and  Haynes,  Bell  Yard,  Temple  Bar,  London.) 

Murray  and  Carter.  A  Guide  to  Income  Tax  Practice  and  Excess 
Profits  Duty.  Eighth  Edition.  (Gee  and  Co.,  34  Moorgate  Street, 
London,  E.  C.  2.) 

Piper,  J.  E.  Finance  Acts  of  1915  with  notes.  Supplement  to  Dow- 
ell's  Income  Tax.  (Butterworth  and  Co.,  Bell  Yard,  Temple  Bar, 
London.) 

Sanders,  William.  Law  and  Practice  of  Excess  Profits  Duty.  (Gee 
and  Co.,  34  Moorgate  Street,  London,  E.  C.  2.) 

Snelling,  W.  E.  Excess  Profits  Duty,  including  Excess  Mineral 
Rights  Duty  and  Munitions  Levies.  (Sir  Isaac  Pitman,  1  Amen 
Corner,  London,  E.  C.) 

Spicer  and  Pegler.  Excess  Profits  Duty  and  Profits  of  Controlled 
Establishments.  (Foulks,  Lynch  and  Co.,  61  Watling  Street,  Lon- 
don, E.  C.  4.) 

Underhay,  F.  G.  Income  Tax,  including  Excess  Profits  Duty. 
(Ward,  Lock  and  Co.,  London.) 


APPENDIX  F 

Opinion  Given  by  the  Committee  of  Consulting  Accountants 

ON  Stock  Valuations  for  Munitions  Levy  and 

Excess  Profits  Duty  Purposes 

We  have  considered  the  proposaP  made  by  tlie  Association  of  Conl 
trolled  Owners  to  the  Inland  Revenue  Department  at  the  meeting  of 
June  8th,  1917,  for  the  basis  to  be  adopted  in  the  valuation  of  stocks 
on  hand,  which  is  set  forth  in  the  attached  statement. 
These  proposals  would — 

(a)   deprive  the  Treasurv  of  a  considerable  sum  which  it  would 
otherwise  receive  either  under  Munitions  Levy  or  under  Ex- 
cess  Profits  Duty,  and 
(6)   leave  the  owners  with  stocks  at  the  end  of  the  last  account- 
ing period  considerably  below  market  values   prevailing  or 
likely   to   prevail   for  many  3'ears   after  that  date. 
We  consider  that  there  is  only  one  sound  general  principle  of  valu- 
ing stocks  for  the  purposes  of  these  Acts,  and  that  is : — 

That  all  stocks  of  every  sort  or  kind  should  be  valued  at  the  end 
of  each  accounting  period  on  the  basis  of  cost  price  or  market  value, 
•whichever  is  the  lower.  This  principle  rests  upon  the  theory  (which 
^'s  perfectly  sound)  that  profits  can  only  be  realised  by  the  sale  of 
commodities  and  that  no  profits  can  arise  by  mere  increase  of  value 
unaccompanied  by  a  sale.  To  follow  this  out  consistently,  stocks 
therefore  should  be  carried  at  their  cost  price  until  they  are  sold  and 
the  profit  is  ascertained.  Where,  however,  the  market  price  is  lower 
than  the  cost,  a  precautionary  reserve  is  permissible  for  the  difference 
between  the  cost  and  the  market  value. 

We  are  of  opinion  that  this  principle  should  be  adopted  throughout 
in  determining  profits,  whether  for  the  purposes  of  Munitions  Levy 
or  Excess  Profits  Duty,  with,  however,  the  following  qualification: — 
In  certain  base-metal  manufacturing  trades,  such  as  copper,  pig 
iron,  lead,  spelter,  &c.,  it  has  been  the  custom  for  a  long  period  in  the 
past  to  adopt  what  is  known  as  a  "base  value"  for  part  of  these  ma- 
terials, on  the  theory  that  it  is  necessary  for  the  undertakings  using 
1  This  proposal  was  in  the  following  terms: — 

The  valuation  of  all  stocks  of  materials  and  stores  and  of  manufactured  or 
partly  manufactured  products  shall  be  dealt  with  at  the  end  of  each  account- 
ing period  and   at  the  end  of  control   as   follows:^ 

(a)  An  amount  in  weight  or  quantity,  equivalent  to  the  weight  or  quantity 
of  the  stocks  at  the  beginning  of  the  first  accounting  year  shall  be 
valued  at  the  same  prices  as  at  the  beginning  of  the  first  accounting 
year. 
(6)  Any  surplus  shall  be  valued  at  cost  price,  provided  that  firms  shall  be 
entitled  to  realise  such  surplus  over  a  period  of  one  year  from  the  date 
that  control  ends,  the  loss,  if  any,  being  defrayed  from  excess  profits. 

(c)  Where  there  is  a  deficiency  of  stocks,  a  firm  shall  be  entitled  to  a  re- 
placement or  an   equivalent  allowance. 

(d)  Purchase  contracts  so  far  as  existing  at  the  beginning  of  the  first  ac- 
counting period  shall,  to  the  extent  of  any  deliveries  thereunder  during 
control,  be  reckoned  as  stock  at  the  beginning  of  the  first  accounting 
period. 
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them  to  keep  a  reserve  stock  to  protect  themselves  against  results  of 
strikes  and  adverse  fluctuations  in  market  value,  &c.,  and  for  this  pur- 
pose they  have  adopted  a  value  which  represents  what  may  be  called 
a  minimum  cost  over  a  series  of  years  for  a  minimum  quantity;  in 
theory,  keeping  this  minimum  quantity  untouched  and  unused,  al- 
though in  practice  no  actual  reserve  stock  may  be  kept  which  could 
be  identified  at  any  time ;  any  excess  over  this  amount  is  valued  at 
cost   or  market  value,  whichever  is   the   lower. 

It  appears  to  have  been  the  practice  of  the  Inland  Revenue  to  ad- 
mit for  Income  Tax  purposes  stock  valuations  of  this  character  in  the 
case  of  base  metals,  provided  that  it  is  the  general  custom  of  the  par- 
ticular trade,  and  has  also  been  the  practice  in  the  individual  case,  and 
it  will  be  difficult  now  to  disturb  this  practice.  The  conditions,  how- 
ever, during  the  war  period  are  so  abnormal,  and  the  effect  upon 
Excess  Profits  Duty  and  Munitions  Levy  of  this  practice  is  so  im- 
portant, that  a  modification  thereof  would  seem  to  be  necessary.  The 
prices  of  these  base  metals  have  risen  continuously  and  to  levels  which 
have  hardly  been  known  in  the  past.  If  an  owner  adopting  this 
method  of  valuation  is  allowed  to  continue  it  throughout  the  period 
to  which  Excess  Profits  Duty  applies,  he  will,  in  effect,  be  making  an 
increasingly  large  reserve  during  each  year  of  rising  prices  to  the 
extent  of  the  increase  in  the  cost  price  of  the  base  stock  which  may 
have  been  used  and  replaced  during  that  year,  and  will  as  a  result 
pay  considerably  less  Excess  Profits  Duty  than  would  be  paid  by  an 
exactly  similar  concern  which  values  its  stocks  on  the  usual  basis  of 
cost  or  market. 

We  think  that  in  cases  where  base  stock  valuations  are  accepted, 
the  same  reserve  (i.e.,  amount  sterling)  should  be  permitted  at  the 
close  of  the  last  period  of  assessment  as  at  the  beginning  of  the  first 
period  of  assessment,  viz.,  an  amount  equivalent  to  the  margin  be- 
tween the  base  price  and  the  market  price  on  the  minimum  quantity 
at  the  beginning  of  the  first  period  of  assessment.  In  effect  this  will 
mean  that  those  concerns  in  which  the  base  price  has  been  admitted 
in  the  past  will,  during  the  accounting  period,  be  put  back  on  to  a 
cost  or  market  jarice  basis,  and  will  be  on  a  par  with  other  concerns 
which  have  throughout  valued  on  that  basis.  If  this  principle  be 
adopted  the  Association's  claim  under  (c)  does  not  arise,  and  any 
possible  hardship  to  the  owner  is  met  by  the  recommendation  made 
later  in  respect  of  losses  made  on  realisation  of  stocks  after  the  end 
of  the  last  period  of  assessment. 

In  an  exceptional  instance,  when  it  can  be  proved  that  a  specific 
quantity  of  metals  has  been  lying  in  stock  untouched  throughout  the 
period  of  control,  we  do  not  consider  that  the  owner's  claim  to  take 
this  same  parcel  out  of  control  at  the  price  at  which  it  was  brought  in 
can  successfully  be  resisted;  because,  if  the  theory  we  have  stated  is 
accepted,  profits  can  only  be  realised  by  the  sale  of  commodities  and 
no  profits  can  arise  by  a  mere  increase  in  value  unaccompanied  by 
a  sale. 

The  claim  of  the  owners  for  consideration  in  respect  of  stock  values 
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arises  from  tlieir  fear  (wliicli  is  probably  to  some  extent  justified) 
that  tliey  may  be  left  at  the  end  of  the  last  accounting  period  with 
stocks  at  excessively  high  prices  and  perhaps  in  excessive  quantities, 
and  that  after  the  war  ends  prices  may  fall  rapidly,  and  they  may 
consequently  lose  a  good  deal  of  money  on  the  conversion  and  sale 
of  these  stocks. 

There  is  no  doubt  some  force  in  this  contention,  and  it  seems  only 
reasonable  that,  if  the  Government  have  taken  from  the  owners  a  large 
share  of  their  profits  when  they  were  jnirchasing  on  a  rising  market, 
the  owners  should  not  be  left  the  whole  of  the  loss  when  the  natural  re- 
action comes  and  they  are  selling  on  a  falling  market.  If  the  Excess 
Profits  Duty  period  extends  for  not  less  than  twelve  months  after  the 
end  of  the  war,  it  may  be  expected  that  these  difficulties  will  have  ad- 
justed themselves  within  this  period;  that  by  that  time  prices  will  have 
found  a  general  "after-the-war"  level,  and  that  the  excessive  quantities, 
if  any,  will  have  been  worked  off. 

To  meet  this  contention,  we  would  strongly  recommend  that  an 
undertaking  should  be  given  to  the  manufacturers  that  if  the  Excess 
Profits  Duty  should  be  repealed  within  a  few  months  of  the  end  of 
the  war,  fair  compensation  will  be  given  for  any  loss  they  can  prove 
to  have  arisen  during  the  succeeding  twelve  months  by  the  realisation 
of  these  stocks  either  in  their  raw  or  manufactured  condition. 

The  final  claim  (c?)  made  by  the  Association  of  Controlled  Owners 
does  not  arise  if  their  first  claim  (a)  is  not  conceded.  If  the  stock 
be  valued  at  cost,  it  is  immaterial  whether  goods  bought  "forward"  at 
the  beginning  of  control  are  treated  as  stock-in-hand  at  that  date  or  as 
purchases  when  delivery  takes  place.  We  submit,  however,  that  on 
general  grounds  this  claim  is  unsound.  In  most  manufacturing  busi- 
nesses contracts  for  future  delivery  of  necessary  materials  are  made, 
as  a  common  practice,  to  ensure  that  the  quantities  required  are  re- 
ceived as  and  when  they  are  wanted.  If  all  manufacturers  who  enter 
into  such  contracts  were  to  demand  delivery  on  the  day  on  which  the 
contract  was  made,  no  one  would  receive  more  than  a  small  quota  of 
his  contract,  because  sufficient  materials  to  meet  all  the  contracts 
would  not  be  in  existence  in  a  state  in  Avhich  they  could  be  delivered. 
Sellers,  as  well  as  buyers,  make  their  contracts  ahead  to  ensure  de- 
livery of  their  products  as  required,  and  they  cannot  in  a  general  way 
deliver  them  at  any  earlier  dates ;  consequently,  there  seems  no 
reason  to  discriminate  between  purchases  made  under  long-dated  con- 
tracts and  those  made  from  "hand  to  mouth,"  but  that  both  should  be 
taken  into  account  as  and  when  received  on  the  general  principle  in- 
dicated above — namely,  cost  or  market,  whichever  is  the  lower. 

Signed  by  the  following  Chartered  Accountants, 

A.  Lowes  Dickinson   (Price,  Waterhouse  &  Co.). 
F.  L.  Fisher  (Fuller,  Wise,  Kirby  &  Fisher). 
F.  N.  Keen  (W.  B.  Keen  &  Co.). 
L.  Maltby  (Deloitte,  Plender,  Griffiths  &  Co.). 
R.  H.  Stainforth   (Gray,  Stainforth,  Newton  &  Co.). 
Ministry  of  Munitions, 

28,  Northumberland  Avenue,  W.C.   2. 
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SUPPLEMENTARY  NOTES 

After  the  report  liad  gone  to  press  the  writer  received  from  the 
British  Board  of  Inhmd  Revenue  documents  containing  the  most 
recent  interpretations  of  the  Excess  Profits  Duty.  At  the  same 
time  he  received  from  a  representative  of  the  British  Treasury 
a  number  of  corrections  and  suggestions  based  on  a  reading  of 
the  proof  sheets  of  the  report.  The  material  was  of  such  great 
importance  as  to  make  advisable  the  insertion  of  the  following 
notes  which  have  been  arranged  to  correspond  with  the  pages  and 
captions  of  the  report  proper. 

Page  5.  The  Munitions  Levy. — It  should  be  clearly  understood 
that  the  "control"  devices  other  than  the  jNIunitions  Levy,  were  put 
into  operation  after  the  imposition  of  the  Excess  Profits  Duty  and  the 
Excess  jSIineral  Rights  Duty. 

Page  7.  Second  j^aragraph.  The  last  sentence  in  this  paragraph 
is  not  intended  to  imply  that  controlled  firms  were  not  liable  to  Excess 
Profits  Duty  before  January  1,  1917.  The  statement  refers  to  ad- 
ministration. 

Page  10.  1915  Act. — Second  paragraph.  The  statement  is  made 
that  the  British  statute  specifically  excepts  "husbandry."  It  is  pointed 
out  elsewhere  (page  27)  that  the  exception  is  restricted  to  husbandry 
in  the  United  Kingdom. 

Page  11.  First  paragraph.  The  statement  is  made  that  the  Duty  is 
a  tax  on  jDrofits  arising  during  the  war.  As  explained  later  the  tax 
was  actually  api^lied  in  certain  cases  to  profits  which  arose  before  the 
declaration  of  war  (page  34  et  seq.)  and  is  now  being  applied  to 
post-war  profits  (page  22  et  seq.). 

Page  23.  1920  Budget  Proposals. — The  text  of  the  1920  Finance 
Act  arrived  in  time  to  print  the  portions  dealing  with  the  Excess 
Profits  Duty  as  Appendix  B  and  the  portions  dealing  with  the  new 
flat  tax  on  "concerns  with  limited  liability"  as  Appendix  C  of  this 
report.  It  should  be  noted  that  the  rate  of  the  Duty  was  fixed  at  60 
per  cent  as  forecast  in  the  paragraph  on  page  23. 

The  continuance  of  the  Duty  and  the  increase  of  the  rate  to  60 
per  cent  is  accompanied  by  the  establishment  of  an  important  series 
of  additional  relief  provisions.     These  may  be  summarized  as  follows: 

(1)  The  initial  exemption  of  ^200  (described  supra,  p.  33  et  seq.) 
is  increased  to  £500  "in  the  case  of  a  trade  or  business  owned  or  car- 
ried on"  by  a  person  who  was  in  the  service  during  the  war  in  case 
the  business  has  been  started  for  the  first  time  or,  if  discontinued  dur- 
ing tlie  war,  was  restarted  after  discharge  from  the  service.  Section 
44  (3).     For  details,  cf.  Appendix  B,  supra. 

(2)  The  modification  in  the  initial  exemption  made  in  1917  (cf 
supra,  p.  34)  was  based  on  a  limitation  in  the  pre-war  standard  of 
£500,  together  with  a  fraction  involving  the  figure  of  £2000:     The 
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new  Act  raises  these  figures  to  £2000  and  JE-iOOO,  respectively.     For 
details,  cf.  supra.  Appendix  B,  section  47). 

(3)  An  important  change  is  made  in  the  standard  by  which  the 
richness  of  the  profits  is  tested.  The  standards  previously  available 
are  fully  described  on  page  73  et  seq.  The  1920  Act  creates  a  new 
standard  which  may  be  substituted  for  the  old  Pre-War  Standard 
(which,  it  will  be  recalled  may  be  either  the  Profits  Standard  or  the 
Percentage  Standard).  This  new  standard,  known  as  The  Substituted 
Standard,  consists  "of  an  amount  equal,  in  the  case  of  a  trade  or  busi- 
ness which  had  no  pre-war  trade  year,  to  the  statutory  percentage  on 
the  average  amount  of  capital  employed  in  the  first  accounting  period, 
and,  in  the  case  of  any  other  trade  or  business,  to  the  percentage 
standard,  with  the  addition  in  either  case  of  a  sum  of  five  hundred 
pounds  in  respect  of  each  working  proprietor  in  the  trade  or  busi- 
ness." For  the  various  restrictions  and  provisos,  cf.  supra.  Appendix 
B,  Section  45.  The  most  significant  point  is,  of  course,  the  £500 
pound  allowance  for  each  "working  proprietor." 

(4)  The  statutory  percentage,  described  supra,  pp.  91-93,  is  in- 
creased so  as  to  make  the  additional  allowance  for  new  concerns  or  for 
new  capital  in  old  concerns  five  per  cent  in  place  of  three  per  cent. 
Cf.  supra.  Appendix  B,  section  47. 

(5)  Finally  a  closely  restricted  deduction  is  permitted  for  charit- 
able contributions.  Such  contributions  may  be  deducted  not  merely 
by  individuals,  as  with  us,  but  by  all  businesses.  The  deduction  of 
such  contributions  is  limited  to  five  per  cent  of  the  profits  and  to 
twenty  per  cent  of  the  contributions  actually  made.  Cf.  supra.  Ap- 
pendix B,  section  48. 

Page  30.  Controlled  Establishments. — With  respect  to  the  next 
to  the  last  sentence,  cf.  note  under  page  5  above. 

Page  32.  Colonial  Double  Taxation. — It  develops  that  the  ar- 
rangement with  New  Zealand  has  never  matured  because  of  the  re- 
peal of  the  New  Zealand  duty.  An  arrangement  such  as  that  indi- 
cated is  now  in  force  with  Southern  Rhodesia  and  is  under  discussion 
with  the  commonwealth  of  Australia. 

Page  34.  Rates  and  Dates  of  Application. — Cf.  discussion  of  1920 
Finance  Act  under  "Page  23"  in  these  Supplementary  Notes.  With 
respect  to  the  statement  that  "the  two  taxes  were  finally  merged  in 
1917,"  it  should  be  pointed  out  that  the  process  consisted  of  the 
abandonment  of  the  Munitions  Levy  and  the  complete  substitution  of 
the  Excess  Profits  Duty. 

Pages  36  and  37.  The  40  per  cent  rate  for  1921  is  a  promise  but 
is  not  statutory  under  the  1920  Finance  Act. 

Page  40.  Consolidated  Returns. — Second  paragraph.  The  British 
require  a  consolidated  return  only  if  the  companies  are  carrying  on 
the  same  type  of  business. 

Page  47.  Set-off  and  Re-payment  for  Bad  Years. — The  paragraph 
beginning  "The  interpretation  of  this  section"  is  not  strictly  accu- 
rate.     In   practice   the   set-offs   in   one    business    against   the   excess 
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profits  of  another  in  the  same  ownersliip  is  restrieted  to  losses  and 
not  to  mere  deficiencies  below  the  pre-war  standard. 

Page  60.  The  Rules  of  the  "White  Paper"  of  1917. — Only 
part  of  these  rules  have  actually  been  put  into  effect,  the  remainder 
being  held  in  abeyance  until  the  final  abandonment  of  the  Duty.  In 
fact  the  business  men  are  not  satisfied  with  cither  tlie  "White  Paper" 
or  the  recommendations  of  tlie  Committee  on  Financial  Risks.  The 
Inland  Revenue  has  recently  re-discussed  the  problem  with  them  and 
what  the  final  result  will  be  is  as  yet  uncertain. 

Page  69.  Capital  Gains. — It  develops  that  the  Inland  Revenue  has 
never  admitted  the  contention  that  a  profit  on  a  sale  of  trading  stock 
in  bulk  could  not  be  taxed. 

Page  Tl.  When  Pre-War  Period  is  Short. — Cf.,  discussion  of 
1920  Finance  Act  under  "Page  23"  in  these  Supplementary  Notes. 

Page  7i.     The  Percentage  Standard. — Ihid. 

Page  78.  Allowances  for  Increases  or  Decreases  of  Invested 
Capital. — Ihid. 

Page  81.  Invested  Capital — When  utilized  in  British  Procedure. — 
Ibid. 

Page  83.  Borrowed  iSIoney  Excluded  from  Invested  Capital. — 
In  last  line  on  page,  "deducted  from"  should  read  "included  in." 
The  provision  included  in  the  Corporation  Profits  Tax  of  1920  for 
distinguishing  between  permanent  and  temporary  indebtedness  is  of 
interest  in  this  connection.     Cf.  Appendix  C,  supra. 

Pages  85  and  86.  "Inadmissible"  Assets. — It  should  be  made  clear 
that  only  type  of  investment  which  is  ever  recognized  as  "invested 
capital"  are  the  British  war  securities. 

Pages  90  and  91.  Good-will  and  Patents. — The  case  cited  at 
the  bottom  of  page  90  was  that  of  a  company  engaged  in  development 
work. 

Page  91.  General. — Cf.  discussion  of  1920  Finance  Act  under 
"Page  23"  in  these  Supplementary  Notes. 

Page  92.     Table  of  statutory  percentages.     Ibid. 

Page  101.  Board  of  Inland  Revenue. — The  accountability  of  the 
Board  of  Inland  Revenue  to  the  Lords  of  the  Treasury  is  a  disputed 
point.  Some  authorities  hold  that  their  responsibility  is  directly  to 
the  Chancellor  of  the  Exchequer. 

Page  116.  Appeals. — There  have  been  between  40  and  50  appeals 
to  the  High  Court  from  decisions  of  the  general  or  special  commis- 
sioners. 

Page  120.  Appeals  to  Income  Tax  Officials. — The  statement  that 
the  Special  Commissioners  are  "income  tax  officials  of  long  standing," 
is  not  intended  to  imply  that  the  incumbents  of  the  office  are  old  in- 
come tax  officials  but  that  the  office  of  Special  Commission  is  a  long- 
established  part  of  the  British  income  tax  machinery. 

Page  133.  List  of  Increased  Statutory  Percentages. — Cf.,  dis- 
cussion of  1920  Finance  Act  under  "Page  23"  in  these  supplementary 
notes. 
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Page  131.     The  following  list  shows  the  increases  in  the  statutorj'^ 
percentage   granted   since    the   compilation   of   the   list   printed   in  the 

text.  It  should  be  noted  that  the  1920  Finance  Act  increases  the  basic 
percentage  for  new  concerns  and  for  new  capital  in  old  concerns  from 
9  and  11  per  cent  to  1 1  and  13  per  cent. 

Additional 
Percentage 

Aircraft  Engines  Manufacture 3 

Aluminium  Production ll/^ 

Button    Manufacture    21/^ 

Cane  Sugar  Production   (British  West  Indies) 1 

Cinchona   (Quinine)   Tree  Cultivation   (East   Indies,  exclud- 
ing  Indian   Empire)     4 

City  Drainage    (Chile)    ll'o 

Coal  Mining  (Assam)    4 

Coffee-growing  (East  Indies,  excluding  Indian  Empire)  ....  3 

Drapers  and  General  Storekeepers   (Brazil) 1^/2 

Electric  Light  and  Power  in  Argentine 3 

Ferro-concrete  Shipbuilding    9 

Fireclay  IMining   1 

Gold  Mining  in  Brazil    7 

Iron  and  Steel,  manufacture  from  scrap   (South  Africa)  ...  4 

Iron  Ore  Mining  in  Iberian  Peninsula 4 

Land  in  Egypt,  Agricultural" 3 

Land  in  Egypt,  Reclaimed 5 

Lead  and  Zinc  Mining   (Italy) 2 

Manganese  Ore  Mining   (Iberian   Peninsula) 6^/2 

Rice  Growing  (East  Indies) 1 

Sisal  (East  Africa)    4 

Spelter  Manufacture    1 

Teak    Wood,    Buying,    Cutting    and    Selling    (East    Indies, 

excluding  Indian   Empire)    4 

Telephone  Service   (Colombia)    ll/2 

Tin  Mining   (Bolivia)    7 

Tin  Smelting  in  the  East 1 1/^ 

Typewriter    Manufacture    3 

Weldless  and  Welded   Tubes 1 

Wrought  Iron  Manufacture    1 
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